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PREFACE 


T his book on the Foreign Exchanges is founded 
on lectures delivered from 1919 to 1922 at the 
Bankers* Institute and at the Municipal School 
of Commerce of Manchester. ^ The audiences consisted of 
students preparing for the examinations of the Institute 
of Bankers, and of business men. 

The author's own daily experience of exchange move- 
ments and of foreign bills, obtained in his capacity of 
Financial Manager of a^ mercantile company trading in 
various overseas' markets, he was enabled to amplify by 
the facilities kindly afforded him by one of the joint-stock 
banks for observing the daily work of exchange trading 
in its foreign branch. 

The effects of the war on the economic conditions of 
Europe ai*e, it is now being recognized, not passing in 
nature, but in the main destined to be permanent. 

Normal ** conditions are the conditions not of 1914 but 
of to-day. The Exchanges of 1922 differ materially from 
those of pre-war times, and new explanations of their 
movements have been worked out, associated with the 
names of Professor Keynes, Professor Cassel, and others. 
The principles set out in the older textbooks have received 
extended and sometimes startling applications. Much 
of the new theory, however, has been written by econo- 
mists for economists, and is necessarily complicated in 
fofm to a degree discouraging to students and business 
men. It does not seem to have been embodied to any 
appreciable degree in textbooks. Existing manuals were 
in the main written with reference to pre-war cdnditions> 



vi MODERN FOREIGN EXCHANGE 

and, in so far as they deal at all \vith modern develop- 
ments, tend to treat them as temporary aberrations from 
the “ norm-dl.” For the ordinary student of Banking, 
Economics, or Commerce the position is the 'more 
unsatisfactory in that he never had experience of 
financial business under pre-war conditions; 

The author has endeavoured to explain the essentials 
of modem Exchange movements in a form which will be 
comprehensible to the intelligent person of average 
education who is not a professional economist. He has 
had in mind throughout the students and the business 
men of whom his Manchester audiences were composed. 
Accordingly, such subjects as inflation, purclia.sing power 
parity, the course of the mark and^he possibilities of 
stabilizing the Exchanges and.,cf a return to the gold 
standard are discussed more fully than has hitherto been 
the case in textbooks, but in a less technical manner than 
is necessarily adopted in an economic treatise. The 
autlror hopes to find his justification for the book, not in 
original theories, but in setting out in a form which can 
be understood by any person of average education the 
agreed conclusions of economists regarding the post-war 
Exchanges. The subject of the benefit conferred by a 
depreciated Exchange on the export trade is examined 
in rather more detaii than seems to have been generally 
the case hitherto. 

Any book on descriptive economics must be part 
description, part theory : it must aim at describing the 
phenomena and explaining them. The problem is to 
balance description and explanation, procedure and 
theory. In this respect there seemed* scope for a book 
which should combine some of the functions of a banking 
manual with those of a textbook on this section of econo- 
mics. Throughout, the author has endeavoured to bear 
in mind that his readers, like his audiences, will want to 
know both How ? and Wlfy ? 
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In dealing with the procedure relating to foreign bills, 
the author has drawn on his own experience of both the 
banking and mercantile aspects. The section on the 
legal aspect of bills of exchange is not only essential to 
the understanding of why bills have come to serve as 
currency, but will also be helpful, it is hoped, to both the 
student of tlie law and practice of banking and the young 
man who is entering on a business career. 

In one respect the writing of a textbook on the Foreign 
Exchanges as they exist to-day presents difficulties 
unknown to writers before tlie war. Among the bound- 
aries uprooted by the Governments of Europe is included 
that between international economics and international 
politics. In the dangerous No Man's Land now disputed 
between th^ two lie sucTi subjects as inflation, the mark, 
and stabilization. To pass these subjects by would 
render a book on the modern Exchanges meemingless ; 
to deal with them adequately involves distinguishing 
between economic considerations and those of a 
political nature. This distinction the author has carefully 
endeavoured to observe. 

The obligations of the author to existing works are 
numerous, and have, wffierever possible, been acknow- 
ledged by footnotes. In particular, it is evident that in 
dealing with the effect of interest rates on the Exchanges, 
no textbook can escape heavy obligations to the well- 
known works of Mr. Withers. 

The short bibliography appended will, it is believed, 
be of assistance to students. 


HUBERT C. WALTER 
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CHAPTER I 

INTRODUCTORY 

CURRENCY AND GOLD 

Purport of the subject and definitions — Example of exchange 
transactions — Means of making remittances abroad — 
Pre-war position of London as a free gold market — Issues 
involved in remitting money abroad. 

I N igig the Bankers’ Institute altered the syllabus 
of their examinations by elevating Foreign Exchange 
into a separate subject. Previously there had only 
been incidental questions on Foreign Exchange in the 
papers on the Practice and Law of Banking. The change 
illustrated the way in which the war had increased the 
importance of the subject. In 1920 a conference of 
financial experts representing most of the principal nations 
in Europe was held at Brussels. The report issued by 
these experts on existing international commercial and 
financial conditions centred round the unsettlement of 
the Exchanges. So much for the importance of exchange 
matters to the financial community. In the business 
world the use of the phrase ” collapsed exchanges " as 
indicative of one of the causes of the present trade 
depression, and of “ stabilizing the exchanges ” as one 
of the remedies for that depression, have become common- 
places ; before the war both phrases were unkhown to 
the generality of business men. 
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It is evident that something of a radical nature has 
happened as a result of the war which has altogether 
altered the working of the Foreign Exchanges ; and that 
that alteration is having very far-reaching effects on 
everyday business life. Perhaps the best example of 
what the alteration in the exchange position means in 
practice is this : before the war one pound, when clianged 
into U.S. dollars, would buy 4-86| dollars’ worth of wheat. 
During a great part of 1920 the pound would only buy 
3 90 dollars’ worth — about 20 per cent. less. That is 
equivalent to the imposition of a tax of 20 per cent, on 
wheat imported from the U.S. 

The secret of the importance and of the complications 
of Foreign Exchange to-day is tlint all the economic 
forces operating in a country .work themselves out in its 
rate of exchange. The Exchanges register the economic 
health of a country ; to-day they register the extent 
to which the economic equilibrium of the world, of Europe 
especially, has been upset by the war. 

Foreign Excliange has one quality about it which 
makes it both more interesting and more difficult than 
other sections of economics, in that it deals with economic 
conditions as they exist from da}?^ to day. This makes 
the subject more difhcult, because it means the constant 
revising of explanations and theories. It also makes it 
more interesting, because we are enabled to apply our 
principles to the Exchanges as they exist, and check our 
theories accordingly. 

To clarify our ideas at the outset, we may describe 
Foreign Exchange as the business of exchanging curren- 
cies, or as the study of the ways in which currencies are 
exclianged ; the Foreign Exchanges are the markets in 
which this business is done ; and Rates of Exchange are 
the prices of the various national currencies in terms of 
other national currencies. 

The wcrrd " currency ” is used in the same sense as 
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the word " money ” is often used. It is necessary to be 
clear about the meaning of these two terms. “ Money ” 
may mean a number of things, "currency” only one. 
There ai'e certainly four things which the word " money ” 
may mean : 

(1) The standard or measure of value. 

(2) Medium of exchange. 

(3) Purchasing power. 

(4) A loan of money. 

The last mentioned meaning is the one in which the word 
is customarily used in the money articles in the news- 
papers. "Money was. cheap to-day” or "Money was 
dear ” obviously does not mean that twenty-one .shillings 
could be otjtained foc.<nne pound or vice versa. It simply 
means that if anyone wanted to borrow money, he could 
do so at a low dr high rate of interest. There, clearly, 
money means " the loan of cash or credit.” In the third 
sense of " purchasing power,” an overdraft is money. 
In neither of these two senses is money equivalent to 
currency. The first two meanings quoted are in modern 
practice merged in each other. There is a clear enoxigh 
theoretical distinction betw'cen the standard w’hich 
measures vaJiie and the instrument or medium by which 
value is transferred from one person to another ; but in 
the Western European industrial system the monetary 
system embodies both ideas. In the highly developed 
commercial system of ancient Babylon, the theoretical 
distinction was also elective in practice. In a sale of 
land, the price was agreed in terms of .shekel-weights of 
silver, which wnre thus the standard of value, but it was 
paid in corn, slaves, animals, etc., w'hich, valued on the 
same silver basis, served as the actual media of exchange.^ 

Of these four meanings of the word " money,” 
" currency ” is equivalent to the second only, viz. a 
medium of exchange. Currency means this and only 
' King : " History of Babylon,” pp. 195, ^96. 



4 MODERN FOREIGN EXCHANGE 

this. It has thus a mtich more circumscribed meaning 
than “ money,” which may have any of the other three 
meanings indicated. It has, however, a wider meaning 
than the term ” Legal tender,” which is that portion of 
the medium of exchange which a debtor can legally 
compel his creditor to accept in satisfaction of his debt. 
Thus an overdraft is money in the sense of purchasing 
power, but it is not currency. A cheque is currency, 
but not legal tender. A Treasury note is all three. 

The currency of England consists of the following : 

(1) Coins. 

(2) Treasury notes. 

(3) Bank-notes. 

(4) Cheques, which are orders to bankers to. pay. 

(5) Bills of exchange, which are orders to pay. 

(6) Interest coripons. 

Of the six, the last three are what bankers caU ” Instm- 
ments of Credit,” i.e. instruments by which credits, that 
is to say, book-debts, are recorded and transferred from 
one person to another. Such is our currency to-day. 
Before the war it was the same, wdth the exception that 
there were no Treasury notes. 

The business of exchanging currencies became a 
necessary part of international trade as soon as inter- 
national trade developed beyond the stage of barter. 
When we buy materials abroad, our currency has to be 
exchanged for the currency of the country in which the 
seller wishes to be paid, which is generally that of the 
country in which he is resident. Foreign Exchange is 
concerned with the quantity of our own currency which 
we give up in exchange for that of the seller. Assume 
that “A,” a merchant, is trying to sell some mineral 
that is mined in the United States to a Dutchman. " A ” 
knows he can get £33 per ton c.i.f. Amsterdam for the 
material. The price we will say is $105 per ton at the 
American'mine. Let us call rail freight $5 per ton and 
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ocean freight $30 per ton. That gives a total cost to 
“ A ” of $140. Pre-war, when the average rate of 
exchange with the United States was $4 86 to the pound, 
$140 would represent to “ A ” in sterling £(140 4 -86) = 

£28 i6s., i.e. that is the sum which “ A ” would have had 
to expend in order to buy $140 to remit to the exporter. 
Assuming " A’s ” gross profit to be 10 per cent., he would 
require to sell at the price of £31 13s. yd. In pre-war 
days Dutch florins could usually be bought at the rate 
of 12-1 florins to the pound sterling, so that the price of 
£31 13s. yd., or, bringing the shillings and pence to 
decimals of a pound, £3,1 '6794, would represent to prospec- 
tive Dutch buyers 31-6794 x i2-i = 383-32 florins. But 
if the American exchange is what it was frequently during 
1919-20 — 13-50 to the pound — then the amount in ster- 
ling “ A ” has to expend in order to purchase $140 is 
£(140 3-50) — £40. Assuming the same gross profit 

as before (10 per cent.), “ A ” will now require to sell at 
the price of £44. Had the florin been at its usual pre-war 
rate of 12 -i florins to the pound sterling, this price would 
have represented to prospective Dutch buyers (44 x 12 -i), 
or 532-4 florins. But at its more usual post-war figure of, 
say, 11-4 florins to the pound, £44 represents only 
(44 X 11-4), or 501^ ‘4 florins. Even supposing, therefore, 
that the mineral has remained at exactly the same price 
as in 1914, the price which “ A ” can quote to Dutch 
buyers has been raised from 383-32 to 501-4 florins, solely 
by the operation of exchange rates. Whether this 
increase \vill preclude “ A ” from continuing to do the 
business depends, inter alia, on whether the florin has 
become less valuable in terms of the dollar than it was in 
1914 to the extent represented by the ratio 501-4 : 383-32. 
If the florin compared with the dollar has not lost in 
value to that extent, it wUl now be more advantageous 
to the Dutch purchaser to buy direct from New York. 
It is evident that fluctuations in exchange rates may. 
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quite apart from factors of price, transport, etc., divert 
the currents of trade or dam them up altogether. 

In the example given it will have been noticed that, 
at difterent stages of the transaction, “ A ” had to remit 
dollars to New York and the Dutch buyer had to remit 
sterling to London. How can remittances in foreign 
currency be made ? In pre-war days there would have 
been five ways : 

(1) By sending gold. 

(2) By paying out of a foreign currency account. 

(3) By sending interest coupons, payable in the foreign 
currency in question. 

(4) By buying from a British Ijank and sending to the 
foreign creditor a draft in foreign cun’ency. ,Tl)is draft 
is drawm by the British bank «on a foreign bank situated 
in the centre in which the creditor resides — Paris, New 
York, Frankfort, as the case may be — and is for so many 
francs, dollars, or marks. A variation of this method 
occurs where the Britisli bank, in return for the payment 
by the British debtor to it of a sum in sterling or for the 
authority to debit his account, instructs a bank abroad 
to pay to the foreign creditor a quantity of foreign 
currency ; such instruction may be by letter (mail 
transfer), by telegram (telegraphic transfer), or by cable 
(cable transfer). 

(5) By sending the foreign creditor a sterling draft, 
i.e. a draft entitling him to so many pounds, which he 
can exchange with his bank for an amount of his own 
currency. 

No. I is now impracticable, because prohibited by law ; 
and pre-war, when it was legal, it was not for obvious 
reasons resorted to in the ordinary way between 
merchants. Such sending of gold abroad as occurred was 
a specialized business in the hands of bullion dealers. 
But this method of remitfence abroad demands a word 
of, nientiofi, for on it depended a vital difference which 
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existed before the war between the currencies of England 
and the currencies of all other countries. The difference, 
which no longer exists, was frequently expressed by 
saying that I.ondon was a free market in gold. This 
meant that anyone who had a claim payable in I.ondon 
could get that claim paid in gold, with the corollary that 
having got the gold he could do exactly what he liked 
with it, including the taking of it out of the country. 
That statement was not always true of any other financial 
centre in the world. It was .generally true in the other 
big financial centres, but not always, and in that distinc- 
tion between the word^ “ always ” and “ generally ” lay 
the ultimate basis of London’s pre-war predominance in 
finance. If a man abroad was owed a debt by a man in 
London, and told his agent here to collect, the agent 
could insist on payment in Bank of England notes, and 
the Bank of England would always change its notes for 
gold without asking questions or making difficulties. 
Having obtained the gold, the agent could send it out of 
the country. That was always true in England up to the 
end of July, igrq. It was generally true in Berlin, Paris, 
and New York, but not necessarily. In Paris the Banque 
de France had the right to redeem its notes in silver, and 
from time to time it exercised that right. In New York 
the silver dollar and the silver certificate were legal 
tender. The rights of the Banque de France to pay its 
notes in silver and of the American banks to redeem their 
obligations in silver dollar certificates were used in such 
a way that peojjle had to be content with silver or silver 
dollar notes just syhen they wanted gold most, as in New 
York at the time of the panic in 1907. In Germany 
there was no legal bar to the export of gold, and the notes 
of the Reichsbank were redeemable in gold. But Berhn 
was not a free market in gold in the same sense as London. 
On occasion the London-Berhn exchange went to a point 
at which, according to the theory of exchange} gold was 
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bound to leave Berlin and come to London, because 
Berlin bullion dealers would have made a profit by 
sending it, but no gold was allowed to comc.^ -This 
inabilitj' to get gold in payment of claims, which occurred 
on occasion in New York, in Paris and in Berlin, never 
happened in London before the war. However bad things 
were, it was always possible to get gold in payment of 
any claim on a debtor in London. That is the meaning 
of the phrase that London was a free market in gold. 
To-day there is in England a legal prohibition on the 
ex}X)rt of gold, so that the distinction which formerly 
existed between the currency of England and that of all 
other countries no longer exists. 

Returning now to the other four of the five methods 
mentioned above whereby remittances abroad may be 
made, it will be evident that Nos. 2 and 3'are only possible 
in the special cases where the foreign currency account 
already exists or the interest coupons happen to be 
available. 

In method No. 4, the most common method of making 
remittances abroad, the British bank in que.stion has a 
balance in foreign currency at the foreign bank in 
question. In handing out a draft on that balance, or 
instructing the foreign bank to pay pai't of it away, in 
exchange for sterling or for the authorization to debit 
the customer's account, it is exchanging a foreign currency 
for sterling. The transaction at once raises two questions : 

* For details of a case in point in 1912, see Withers : " Tlie 
Meaning of Money.” p. 38. The reason why gold did not leave 
Germany was apparently the opposition to its export by the 
great German bank.s — the Deutsche Bank, TJresdner Bank, and 
Disconto Gesellschaft. The Reiclisbank later stated that their 
opposition had been out of harmony with its own attitude and 
an error of judgment, and would not be manifested again under 
similar circumstances, (See Whittaker : " Foreign Exchange," 
p, 577). The opportunity of testing the correctness of the 
Reichsbank's forecast passed away in 1914. 
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How does the bank acquire the ciinency balance abroad ; 
and at what price will it sell its draft thereon ? 

In. method No. 5 also, where our foreign correspondent 
exchanges with his bank the sterling draft we sent him 
for a certain quantity of his ow'n currency, two corre- 
sponding questions arise ; what rrse will the buying bank 
make of the sterling draft, and at what price will it buy ? 
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MINT PARS 

Gold as an international currency in pre-war days — Resulting 
stability of rates of exchange — Mint Par — Chain Rule — Table 
of Currency Units, Mint Pars, and post-war rates. 

B efore the war, the second of the two questions 
asked in the last chapter could have been answered 
approximately at once* There was tlicn never any 
uncertainty as to what the rates of excliange between 
the principal European countries and the United States 
would 1)0, apart from quite minor lluctuations. The 
rates only moved slightly on one side or the other of a 
iixed point. Tlie reason for this steadiness was that 
there existed an internationaJ currency. The exchange 
value of the currencies of the various countries in terms 
of this common international curiency determined their 
exchange value in terms of each other. This inter- 
national currency was gold.^ The use of gold as an 
international currency determined, within narrow limits, 
tlie rates at which currencies were exchanged. The war 
destroyed this international currency and it is not likely 
to be reconstituted for an indefinite period. The gold 
excliange values of most of the currencies are to-day 
purely theoretical, and offer no guide to the actual rates 
which obtain. Nevertheless, it is necessary to examine 
in detail the part which gold played in excliange matters, 

^ This point seems to have first been clearly made by Mr. T. 
Gregory. See The Foreign. Exchanges, Before, During tind 
A f ter til e ar . ' ' 

lO 
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for the whole of our existing exchange machinery was 
built up on the assumption that actual rates would 
deviate only very little from the theoretical gold exchange 
value. It is because that assumption is no longer true 
that the machinery, which before the war worked 
excellently, to-day works unevenly. The understanding 
of modem conditions of international finance is intimately 
bound up with a knowledge of their recent history, which 
has made them what they are. It is necessary to 
emphasize this, for othemise the following chapters on 
Mint Pars and Gold Points, dealing, as they do, with 
conditions which have in large part passed aw'ay, may 
seem superfluous. But the knowledge contained in them 
is essential to the understanding of inflation, depreciated 
exchanges, a return to the ‘gold standard, the import- 
ance of the dollar rate, stabilization, etc., in fact, to the 
understanding of all modern exchange problems. 

To begin wnth, then, the theoretical gold exchange 
value of a currency is known by the technical term 
“ Mint Par ” or “ Par of Exchange.” The Mint Par or 
Par of Exchange is the rate at which the standard coin 
of one country is convertible into that of another 
country according to the terms of their respective mint 
laws. The mint laws of the principal countries of the 
world, apart from the East, prescribe that the standard 
coin of the country shall, like the sovereign, contain a 
certain weight of gold, or shall, like the franc, bear a fixed 
ratio to another coin which contains a certain weiglit of 
gold, A comparison of the weight of gold in, or repre- 
sented by, the two coins, gives an equation showing that 
the weight of gold represented by a certain number of 
francs is the same as that contained in a sovereign : in other 
words, that number of francs equals a sovereign. That 
equation is called the Mint Par between the two countries. 

The Mint Par is therefore a "comparison of the value 
of the units of two currencies on the basis, not p^marily 
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of what they will purchase, but of the amount of gold to 
which their possession entitles the possessor. It is a 
comparison of gold values. 

It follows that, given the terms of tlie mint laws of 
any two gold-using countries, it is always possible to 
ascertain the Mint Par or Par of Exchange between them. 
The Mint Par between England and France may be taken 
as an example. The Mint regulations of the two countries 
are as follow ; 

id) England : 480 troy ozs. of gold, liths fine, shall be 
coined into 1,869 sovereigns. 

(&) France : 1,000 gram, of gold, i%ths fine, shall be 
coined into 155 napoleons, and one franc is 
one-twentieth of a napoleon. 

We also know (c) that i oz. troy 31-1035 gram. 
Given the above data, we ascertain the Mint Par by a 
simple arithmetical operation. Our data we arrange in 
a set of simple equations, of which number (i) contains 
the unknown quantity of francs which will be equivalent 
to a sovereign, number (2) is supplied by {a), number (4) 
by (c) and numbers (6) and (7) by {b), while numbers (3)'’ 
and (5) are self-evident arithmetical relations : 

(1) X francs - - - = i sovereign. 

(2) 1,869 sovereigns ’ — 48 otroyoz. standard gold, 

(3) 12 troy oz. standard 

gold - - - = II troy oz. fine gold. 

(4) I troyoz. fine gold - — 31 1035 gnn. fine gold. 

(5) 9 giTO. fine gold - == 10 grra. gold Aths fine. 

(6) 1,000 grm . gold, Aths 

fine - - - — 155 napoleons. 

(7) I napoleon - - = 20 francs. 

Now the above columns contain two sets of items, of 
which /every one in the left-hand column is equal to a 
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corresponding item in the right-hand column, and vice 
versa. It follows that if all the items in the first column 
are nlultiplied together, the result will be equal to the 
product of all the items in the second column, thus ; 

X X 1869 X 12 X I X 9 X 1000 X I =I X 480 X II X 31 1035 X 10 


whence, 


X 155x20, 

480 X II X 31-1035 X 10 X 155 x 20 
1869 X 12 X 9 X 1000 


= 25-2215, 

The Mint Par between England and France is therefore 
Fr. 25-2215 = £ 1 . 

This operation is — or used to be — known as the " Chain 
Rule.” It sdmply consists of arranging our data in a 
number of simple equations, %vhich are set out in such a 
way that the first denomination is the unknown quantity 
required, and that the first denomination of every other 
equation is the same as the second denomination of the 
equation immediatel}' preceding it. The chain must be 
continued until it completes itself, i.e. until the second 
denomination of the last equation is the same as the 
first denomination of the first equation — in the case 
above, a certain number of francs. Then, the product 
of all the quantities in the first column is equal to 
the product of all the quantities in the second. As 
there is only one unknown, it cair then be found by working 
out. 

Given a knowledge of the mint laws of any two gold- 
using countries, the Par of Exchange between them can 
be formd by this method. 

It will be evident that there can only be a Mint Par 
between two countries whose standard coins are both 
gold. If the standard coin of one country is gold, and 
that of another, such as China, is silver, there can be no 
Mint Par between them, becau.se \here is no fixed relation- 
ship between the value of an ounce of gold and tlfe^value 
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of an ounce of silver. There is therefore no Mint Par 
between London and Shanghai. 

A further illustration of the meaning of Pars of 
Exchange is afforded by the following figures ; 

London/New York Par of Exchange $4-8665 £ 1 . 

Weight of fine gold in an English 

sovereign - - - 113-0015 troy gr. 

Standard gold according to U.S. 

mint law - • - - -/oths fine gold. 


The first two lines taken together evidently mean that 
since each is the equivalent of tile amount of gold in one 
gold .sovereign, therefore $4-8665 must be the equivalent 
of 113-0015 grains of gold. Therefore the weight of fine 
gold in the standard coin of the Unite<l States is : 


1 13 -0015 
■~ 4 ~ 86 ^ 


troy 


gr. 


and the amount of U.S. .standard gold in the standard 
coin must therefore be : 


113-0015 

“4~8665 


9 


TO 


or 25-8 troy gr. Such is, in fact, the provision of the 
American mint law. This does not mean that a gold 
dollar containing 25-8 troy gr. of gold xtjths fine must be 
actually minted — in point of fact gold dollars have not 
been minted since 1890 — but that “ such gold coins as 
are struck shall contain this number of grains per dollar 
of their nominal or legal tender value..”r Thus the Eagle, 
one of the gold coins actually minted, has a legal tender- 
value of $10 ; hence it must and does contain 25-8 x 10 
troy gr. of gold x%ths fine. 

There follows a list of the currency of the principal 
countries of the world, “with Mint Pars attached where 
* ‘ Whittaker : “ Foreign Exchange." 
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such exist. The Mint Par rates, it may be repeated, 
are not only theoretical but were the actual approximate 
rates which used to obtain before the war. 


Centre 

Par 

Actual Quotaliun, 

March 2, 1Q2 2 

Cun ency in which 
-Rate is Quoted 

Paris 

1 25'22 

1 .t 8-30 

— 48*60 

lYanc and 


i 



centime 

Brussels 

Do. 

! 51*15 

51*32 

Do. 

(.ieneva 

Do. 

2259 

— 22-65 

Do. 

Belgrade 

Do. 

350 

— 360 

! Dinar and paras 



(nominal) 

Alliens 

Do. 

97 

97 J 

Drachma and 




iepta 

Helsingfors 

»Do. 

217J 

— 219 

Mark and penni 

1 Madrid 

Do. 

27-69 

» — 27*71 

Peseta and 

j 

** 



centimo 

Rome 

Do. 

82| 

-- 831 

Lira and centesi- 
ini {Plural lire) 

r>ucharest 

Do. 

54 ^ 

— 560 

Lev (Plural Lei) 

Sofia 

Do. 1 

640 

— — 

Leva and statlnki 

New York 

4-867 ; 


— 4'43 

i Dollar and cent 

Montreal 

Do. i 

4 ' 5 oi 

4-52 

i Do. 

Berlin. 

' 20 43 

1,027 


Mark and pfennig 

Anisterdani 

I. no; 

^ 1*57 

— 11-58 

Florin and cent 

Vienna 

2402 

23,000 

— 24,000 

Krone and heller 




[Plural Kronen) 

Prague 

Do. 

^^57 

— 262 

Do. 

Bu<iax>est 

Do. 

2,900 

— 3 AOO 

Do. 

Warsaw 

20-43 

17,000 

— 18,000 

Marli and pfennig 

Stockholm 

18159 

16-71 

— 16*74 

Krona and (he 
(Plural Kroner) 

Kristiania 

Do. 

25-10 

'^ 5*55 

Ivroiie and ore 
(Plural Kroner) 

Coiienhagen 

Do. 

i 

20 ’So 

— 20-92 

Do. 


Of the countries below, France, Switzerland, Belgium, 
Italy, and Greece are known as "the Latin Monetary 
Union.” 
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So far, it will be observed we have quoted in every case 
so many units of foreign currency to one pound. In 
other cases the style of quoting is different ; 


Centre 

Par 

Actual Rates Quoted 
March a, 192a 

Currency in which 

Rate is Quoted 

Petrograd 

Lisbon 

Rio de Janeiro 
Valparaiso 1 

Buenos Aires 
Monte Video i 
Lima 

Yokohama ! 

1 

Q4‘6 o 

53-28 

i6 

I3-.33 

47-58 

50-98 

Par 

2 /Oi »5 

33 ’i — 3M 
7 } — 7h 

38 - 70 -~ 39 - 4 o 

45 i -”45 J 

44 1 —45 ' 
no^/o premium 

2/lTff— 2 /iA 

Roubles to £10 

Pence per escudo 

Pence per milreis 

Pesos to 

Pence per gold peso 

Do. dollar 

Eng. £ to Peruvian £ 
Sliillings and pence 
per yen 


In the Argentine there is a double currencj’^ — ^the gold 
peso and the paper peso ; but dealings with foreign 
countries are almost always conducted in terms of gold 
pesos or foreign currency. 

The following are the chief silver-using centres : 


Centre 

Rates Quoted 
March *, 1922 

Currency in which 

Rate is Quoted 

Mexico 

2 S. 4d, 

Shillings and pence per dollar 

Alexandria 


Piastres to 


C'nst'ntinople 

640 660 

Piastres to £t 


Shanghai 

3S. ojd. 

Shillings and pence to i tael 

Hongkong 

2S. 4d. 

Do. . Do. 

I dollar 

Singapore 

2S. 3Hd. 

Do. Do. 

I dollar 


India is a special case of a silver currency based on 
gold, which will be examined in detail later. 
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Centre 

Par 

Actual Rate 
Qiaoted on 
Match a, 1922 

Currency in which 
Rate is Quoted 

Calcutta 

Atliof;£i (gold) 

IS. jiSsd. 

Shillings and 
pence to i rupee 


The following Central and South American rates are 
added for the purpose of completeness : — 


Country 

Mint 

Par 

Actual Rate ruling on 
Dates Indicated 

Currency in which Rates 
are Quoted 

Ecuador , 

1015 

1922 

Feb. 25th 

1 6- 60 

Sucres to £i 

Venezuela 

25-22 

,, 422nd 

24*00 

Bolivares to £i 

Colombia 

*100 00 

„ 28th 

99-00 

Dollars to £zo 

(Bogota) 

Nicaragua 

4-87 

,, 20th 

4*50 

Cordobas to £j 

San Salvador 

9*73 

23rd 

9*05 

Colones to £i 

Guatemala 

90-23 

,, 25th 240-30 

Pesos to 

1 Costa Pica 

10-45 

Jan. 28th 

1805 

Colones to £t 

1 Bolivia 

19*20 

,, 2 ISt 

140 

Pence to Bolivano 


The currencies of Australia and South Africa consist 
of Australian and South African pounds, which each 
contain the same weight of gold as the English pound. 
The Pars of Exchange would take the form : 

£zoo (Australian) = £100 (English) 

£100 (South African) -- £100 (English) 

Although these two currencies represent the same 
weight of gold as the English pound, yet the actual rates 
at* which pounds in England are exchanged for pounds in 
Australia and South Africa vary just like other rates, 
for they are subject to the same kind of influences.^ 
In the case of Australia, the rate of exchange is quoted 
1 See Chapter VII. 


3SZ\^ 
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in terms of so many English pounds per Australian £ioo ; 
thus if the Australian rate be £98!, this means that if 
you pay to a bank in London £98 los. they will, put 
£100 to your credit in Sydney. In the case of South 
Africa, the rate is quoted at so much per cent, premium 
or discount ; thus if South African currency be at a 
discount of il per cent., you will receiv^e, in return for 
paying £98 los. in London, £100 in Johannesburg. 



CHAPTER III 


GOLD POINTS 

In pre-war days fluctuations in •exchange rates were limited 
Gold Points — Assumptions of the Gold Point theory — 
PrCvSent-day loss of stability — ^Effect on trading operations 
— Exchange rates applied in calculating Customs duties. 

T he importance of Mint Pars, which represent 
the theoretical excjiange vaUxe of one currency 
in terms of others, based on the amount of 
gold represented by each, lies in the fact that before the 
war actual exchange values approximated to these 
theoretical values very closely, and were bound to do so. 
The actual Anglo-French rate of exchange, for example, 
varied above and below 25-22 francs to the extent of a 
few centimes only. The Foreign exchange machinery 
which we have was built up on the assumption that the 
theoretical rates of exchange would be nearly the same 
as the actual rates. It is because this assumption no 
longer holds good that the Exchanges are in their present 
state of disorganization. 

Before the war the fluctuations of exchange rates on 
each side of the Mint Par were not only slight, but 
definitely limited in extent. The limits were fixed by 
two points called '"'Gold Points.’* These points depended 
upon the cost of sending gold from one country to another, 
and were determined respectively by adding that cost 
to, and subtracting it from, the Mint Par. Thus the 
Mint Par between London and. Paris was 25-22 ; assume 
that the cost of sending gold in either direction, inclusive 

19 . . 
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of freight, packing, and insurance, was -07 francs per 
sovereign ; then the gold points were ; 

25 22 plus 07— 25 29 (upper gold point). 

25-22 minus -07= 25-15 (lower gold point). 

The Anglo-French Exchange would ordinarily fluctuate 
between 25-15 and 25-29, and would not, save in extra- 
ordinary cases, move outside those limits. 

The statement that the* Emits within which the rates 
of exchange would fluctuate were fixed by adding to, and 
subtracting from, the Mint Par. the cost of shipping 
gold is known as the “ Gold Point Theory.” As such 
we shall refer to it ; but it is necessary to bear in mind 
that it was not only a theory, but also a description of 
what actually happened in practice, subject to certain 
modifications, which we shall consider later. 

Why the cost of shipping gold should fix the limits 
of exchange fluctuations is not difficult to understand. 
Suppose ” A,” an Englishman, having a debt to pay in 
Paris, went to his bankers and asked them for a draft in 
francs on Paris. He expected they would sell him a 
draft on a Parisian bank with whom they kept their 
balances in francs. The bankers offered to sell him a 
draft at the rate of 25-14 francs to the pound. “A” 
would not accept that, because he could send gold more 
cheaply. The cost of sending gold to Paris, including 
tlie charges of the bullion dealer who attended to the 
shipment, insurance, and freight, was, say, -07 francs. 
When the gold arrived at Paris it would realize 25-22 
francs for every sovereign. The whole transaction cost 
” A ” seven centimes for every sovereign, so that the nett 
quantity of francs obtained for every sovereign sent was 
25-15. By buying a draft from his banker “ A ” would 
have obtained only 25 -14, francs. Obviously it was more 
advantageous to ” A ” to get 25-15 francs for his sovereign 
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than 25 14 francs. It paid him better therefore to send 
gold than to buy a draft from his bankers. 

Now, assume that “ B ” in Paris had to pay money in 
London. His bankers asked, for a draft in sterling, 
25 30 francs for every pound. For ‘‘ B ” it was cheaper 
to send gold. When the gold arrived at London it would 
realize one pound for every 25 22 francs’ worth. It had 
cost the Frenchman to get the gold over here 07 francs 
for every 25-22 francs, so that he had in fact remitted 
the money to London at the rate of 25 29 francs per 
pound, which was evidently more advantageous to him 
than buying a sterling,draft at 25-30 francs per pound. 

Assuming then, that the cost of sending gold from 
London to Paris remained constant at 7 centimes per 
sovereign,*gold would be shipped from London to Paris 
when the rate tended to go* below 25-15, and from Paris 
to London when it tended to go above 25-29. In point 
of fact, bullion dealers and Foreign Exchange dealers 
in London and Paris respectively would, when the 
exchange reached these points, ship gold themselves, 
and thereby create for themselves balances in the other 
centre against which they would draw draits. The fact 
that this would be done prevented the market rates 
quoted from going below 25-15 or above 25-29. If the 
cost of sending gold became less, then the gold points 
drew a little nearer to one another ; if the cost of sending 
gold became more, then the points moved away from 
each other. The limits of the fluctuations of exchange 
were definitely fixed by adding to or subtracting from 
the Mint Par the cost of shipping gold. 

The Gold Point' Theory was in the main both a theory 
atid a description of actual fact. There were, however, 
certain exceptions of detail, relating to both the upper and 
lower gold points. As regards the lower, gold used on 
occasion to leave England before, according to the 
theory, it should have done. ‘ The reasons for this are 
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matters of detail which are now of purely historical 
interest.^ As regards the upper gold point, rates used on 
occasion to reach, and pass, the upjicr gold point without 
gold coining in. The reason in such a case was that 
it might be prevented from leaving other countries in 
the manner explained in Cha|)ter I. London was the 
only fmancial centre in the world where no hindrance, 
legal or practical, was ever placed in the way of the 
outflow of gold. In I'aris and in New York it was on 
occasion impossible for wo.uld-be shippers to obtain gold 
— the Bank of France exercising its legal rigid to redeem 
its notes in silver, the American Trea.sury utilizing the 
fact that the silver dollar and silver dollar certificate 
were legal tender. In BerUn the shipment of gold was 
apparently prevented for a time in 1912 by official 
action.^ 

With these modifications the Gold I’oint Theory field 
good in practice. That is what is meant by the statement 
that before the war international indebtedness could 
always be settled by the shipment of gold. That is not 
of course to say that the exchanges were normally 
con-ected by this means. Normally, indeed, before the 
war, the corrective to exchange movements was supplied 
by the ordinary proce.sses of trade® or by the manipulation 
of discount rates.* The operation of these two factors 
we shall discuss in detail later. The importance of 
shipments of gold lay in this, that where trade processes 
or manipulation of discount rates failed to correct the 
fluctuations of the exchanges, shipments of gold were 
always a possibility in reserve. They were not normidly 
required in order to fix the exchanges’ between the gold 

* They are examined in detail in Witliers’ " Money Changing," 
pp. i6i~2. 

® See footnote, p. 8. 

* Examined in Chapters VII and VIII. 

* Examined in Chapter X. 
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points, blit where the two factors named were not 
adequate to effect this, there was always the possibility 
of shipping gold, and that possibility was used on, a 
number of occasions. The exchanges before the war 
never reached a point at which the rates w^ere too far 
from the Mint Par to be corrected by the shipment of 
gold. 

Tlie question naturally arises ; Why this insistence 
on gold ? The experience of generations has established 
that gold is in practice tho best available basis for 
currency. One reason for this is that gold, while by no 
means absolutely statile in value, is stable relatively to 
the lluctuations in value of otlier commodities. The 
supply cannot be suddenly increased or diminished. In 
this respect it stands in the greatest contrast to paper 
money, whicli can be printed ad infinitum by any govern- 
ment. A gold basis to a currency, again, is a far simpler 
arrangement than would be the basing of currency on 
tlie exchange value of wheat or other commodities. In 
any case, on whicliever side the balance of theoretical 
advantage may be, the fact remains that before the war 
the golcl basis worked very well by reason of the fact 
that everywhere in the world people do, as a matter of 
fact, want gold. Everywhere in the civilized world 
peoj)le will, as a matter of fact, take gold under any 
circumstances. A man in New York with a bag of 
sovereigns can always go to the U.S. Treasury and get 
them changed for dollars at tlie par rate. When sterling 
drafts were being sold for $3-90 a man with sovereigns 
in New York could always get $4-8665 for each sovereign. 
Some people have’ made it their business to attack this 
preference for gold as unreasonable. It may be. It may 
be a fact, as Mr. Hartley Withers, himself a believer in 
the advantages of the gold standard, has suggested that 
people only want gold because every one else w’ants it. 
However that may be, the preference itself, and with it 
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the fact that the volume of gold in existence cannot be 
suddenly increased, were facts sufficiently strong to have 
induced all the principal commercial countries of Europe 
and America before the war to adopt the gold basis. 
Gold thereby became an international currency, and the 
assumption became justified that a countrj^’s currency 
was a claim to so much gold, and that that claim could 
if desired be enforced. In other words, if an Englishman 
had a draft payable in Berlin or Frankfort in marks, or 
in Paris in francs, that ckaft represented a claim to so 
much gold from Germany or France as the; case might 
be. If a Frenchman had a draft payable in London 
in sterling, that draft represented a claim to so much 
gold from England. In either case the claim could be 
enforced if desired. That assumption underlay the Gold 
Point Theory. On that assrimption the whole exchange 
machinery of the world was built. 

Neither part of tlie assumption is true to-day. Two 
entirely different conditions have come into existence as 
a result of the war. The first is that each of the belli- 
gerent countries, with the exception of the United States, 
has issued an amount of pa|5€r currency far in excess of 
its gold cover. Such large masses of paper money have 
been issued that the possession of these currencies cannot 
in practice entitle tlie possessor to the equivalent in gold 
— there is not enough gold to cover the amount of 
crurrency issued. The process has gone to its extreme 
extent in Russia, Poland, and Austria, and in Germany. 
In England also paper money has been over-is.sued. 
The second condition brought about by the war, which 
renders untrue the second part of the assumption — that 
the claim to gold can be enforced — is that in every oiie 
of the principal countries of the world, except the United 
States, there exists a legal prohibition on the export of 
gold. 

It follows that even in England, and still more on the 
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continent of Europe, the assumptions on which the Gold 
Point Theory was based no longer hold true. 

The effect of these conditions can be put in another 
way by saying that the currencies of the world, again 
bar that of the United States, have lost their intrinsic 
value, that is, the value which before the war they 
possessed in themselves by virtue of being a claim to so 
much gold. Currency always had value in the sense that 
it was purchasing power. If a man had so many marks 
at his disposid, they always had value in the sense that 
if he went into a shop in Berlin he could bu}'^ a certain 
quantity of goods. But apart from that, these marks 
had a value in themselves because they represented so 
mucli gold. That is what is meant by intrinsic 
value. 

To-day they do not represent any gold ; they merely 
retain their first quality of purchasing power. 

In losing intrinsic value the currencies have also lost 
stability, because their value, being merely what they 
can purchase, fluctuates from day to day. At a time 
when prices, are rising or falling rapidly, owing to altera- 
tions in the price of raw material, wages, etc., the value 
of a currency whicli represents solely purchasing pow'er 
fluctuates accordingly. Currency to-day, outside the 
U.S., has come to represent merely a right to a fluctuating 
quantity of the produce of the country in question, and 
nothing more. The extreme case of this is seen in 
Eastern Europe, where the ability to produce at all has 
almost been lost, as in Russia, and the cuiTency has lost 
value altogether. 

Having lost the gold basis, and w’ith it intrinsic value 
arid stability, the currencies of the w'orld, w'ith the 
exception of the dollar, are at the mercy of market 
conditions. A general view of what this means is 
obtained by comparing the second and third columns in 
the European section of the table given in Chapter II. 
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The second column gives the par rates of exchange, 
which before the war were very nearly the actual rates ; 
column three indicates the amouTits of the European 
currencies which in the spring of 1922 had to be given 
up in exchange for the pound. The loss in value is 
striking ; even more so are the fluctuations from week 
to week and from day to day. Since the table was 
compiled the position has become worse, as a glance at 
the money article in a daily newspaper will show. 

What the loss of stalality in currency values means 
in practice can easily be seen. Assume that a German 
importer buys a quantity of raw material through a 
London merchant, and has to pay in sterling. The price, 
let us say, is £240, payable by a three months’ bill. The 
rate of exchange at the time tlie purchase' is made is 
Mk. 800. The cost of raw material he accordingly reckons 
at Mk. 2.\o X 800 = Mk. 192,000, which sum he will 
have to pay at the end of three months. Assuming that 
the work put into the I'aw material costs him, including 
all charges, an amount equal to the cost of raw material, 
then his final cost will be Mk. 192,000 x 2 == Mk. 384,000. 
If he contents himself with 5 per cent, profit, his selling 
price will be Mk. 403,200. By the time the bill is due, 
however, the value of the mark has fallen, and the rate 
is no longer 800 but 1,200. The transaction then appears 
as follows ; 


Marks 

required to 


bill 

of £240 



240 X T200 

Mk. 

- 

- 

= Mlc. 288,000 

Marks 

expended in ] 

labour 

and 

charges 

0 

0 


Total Cost 

- 

- 

.. 

480,600 


Sale Price 

- 

- 

_ 

G 

C 

^ 1 

1 



Loss 

• 

- 

Mk 76,800 
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In other words, a perfectly sound Imsiness transaction 
has been turned into a loss hy the mere operation of 
exchange forces over wliich the importer had no control. 
It can easily be understood how under these conditions 
the most legi timate trade may become nothing more than 
a gamble. 

In view of the course of the mark in the autumn of 
1921 and summer of 1922 the fluctuation assumed above 
is a very moderate one — ^no more, in fact, than actually 
liappcned on occasion during a. single week“end. 

In one direction the depreciation and fluctuation of 
tlie exchanges v/hich have been characteristic of the 
post -war period has led to particularly interesting and 
unexpected results. This is in the cidculation of customs 
duties. It Clearly makes a great difference, when duties 
are being calculated on the foreign currency in wliich the 
invoice is made out, whether that currency is converted 
at the par value or at the excheinge of the day. The 
following quotation fi'oin the Bulletin of the Federation 
of British Industries dated September 27th, 1921, 
wliich deals with the position in New Zealand, puts the 
issue very clearly : 

“ Take an article whose value in British currency is 
£100 and on which the British preferential tariff is 20 per- 
cent., and the general tariff 30 per cent. 'Jlie duty on 
this article, if imported fi'om Great Britain, is at present 
levied by the New Zealand Customs authorities on the 
U.K. price, i.e. £100 plus a charge of 10 per cent, made 
by the Customs to cover the cost of freight, packing, and 
insurance. The total sum on which duty is payable is 
therefore £110, which at 20 per cent, equals £22 duty. 

A similar article is worth in the United States about 
$389 (at an average exchange rate of $3-89 — £1). It 
might be expected that on the 30 per cent, basis for non- 
British goods the duty on the American article would 
amount to £33. What actually happens is that the cost 
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BILLS OF EXCHANGE 

How foreign currency balances are acquired — Bills of exchange 
— Example — Legal definition — Kiglits and liabilities of 
parties — Why bills serve as • currency — Foreign bills — 
Example — Relation of foreign bills and their prices to exports 
and imports — London's international acceptance business — 
Summary of conclusions. Appendix : speciijien letter of 
lien. , 

W E have seen that as the Gold Point Tlieory of 
the exchanges no longer applies, it is nowadays 
not possible to say imraediately at what approxi- 
mate price the liolder of a foreign cnrrency balance will 
sell it. We must examine in detail at. what price 
he could replace it. This is equivalent to answer- 
ing tlie first of the two questions asked at the end of 
Chapter 1. : how he acquired the balance. How, in 
other words, do foreign currency balances come into 
existence ? 

Starting from the beginning, we may take the case 
wliere the foreign department of the Manchester office 
of one of the joint-stock banks sells to a customer a draft 
on a foreign country — let us say a draft in kroner on a 
bank in Stockholm. A number of 'customers will come 
in and ask for such drafts, and the bank's balance in 
Swedish kroner in Stockliolm will become exliausted 
unless replenished. To replenish that balance the branch 
applies to its head office in London. The London office 
buys the necessary kroner from a foreign exchange broker 
. ^ • 30 
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who specializes in Swedish exchange. But that only 
removes the question furtlier back. How does the broker 
get possession of the kroner ? The answer is, in outline, 
that the broker buys debts owing by Swedes to English 
merchants, and sells them to the foreign department of 
the head office. These debts are in the form of bills of 
exchange. What the broker does is to buy bills of 
exchange drawn on, i.e. payable by, people in Stockholm, 
and sell them to the liead office of the bank. The price 
at which the broker sells will ultimately be determined 
by the price at which he can buy ; the price at which he 
can buy will be determined by the demand and the 
quantities there are on offer. The price at which he 
sells to the London bank will determine the price at which 
the head office of that bank,udll sell the kroner to its 
branches, and that in turn will determine the price at 
which the branches will sell kroner to their customers 
who want drafts. Ultimately, therefore, the price at 
which a draft on Stockholm can be sold depends upon the 
price at which the bills of exchange on Stockholm can be 
laought. It is bills of exchange which provide the funds 
on wliich foreign drafts are drawm. The international 
indel^tedness with which foreign exchange deals is made 
up of claims which in the main take the form of, or are 
settled by the remittance of, bills. The price of a foreign 
currency is the price of bills drawn on tliat foreign centre. 
It goes to the very core of the subject, therefore, to 
examine bills in detail. What are bills of exchange and 
how do they originate ? 

Suppose H.C.W. & Co., Ltd., are merchants importing 
timber from the Baltic provinces. They have to pay 
TcfR-ly prompt cash for the timber they import. Their 
customers are, in the main, builders, notoriously slow 
payers. H.C.W. & Co., Ltd., wall in a number of cases 
draw bills on them, which take.^the form of orders to 
them to pay at a certain time. 
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The bill of exchange is in the following form : 

No £100 os. od. Date 

At ninety days’ date pay to onr order the sum of one 
hundred pounds. Value received. 

For and on behalf of 

H.C.W. & Co.. Ltd., 

To Messrs. A. & B., Ltd., T. Brown, Secretary. 

Salisbury. 

This document, with invoice and delivery note for the 
timber, is .sent to Messrs. A. & B., Ltd., or the documents 
may be presented through a bank. A. & B. keep the 
delivery note and get the timber, and return the bill, 
having written across the face of it : 

0 

Accepted. Date • Payable at Barclays Bank, 

Salisbury. 

For and on behalf of A. & B., Ltd., 

J. Jones, Secretary. 

H.C.W. 8 c Co., Ltd., can now sell this document to a 
bank for casli, with which they can pay for the timber 
imported. The price the banker will pay for it will be 
something less than the face value of £100 ; it will be 
£100 less interest for the period tlie bill has to run calcu- 
lated at the rate obtaining for that class of bill. Ninety- 
three days after the date of the bill the then holders of 
the bill wiU present it to Barclays Bank, Salisbury, who 
will pay it a.nd debit the A. & B. Co.’s account. 

Li this case the bill w'as in the first instance merely 
evidence of a debt which A. & B. owe H.C.W. 8 c Co. ; 
when sold to the banker it became an Instrument of- 
Credit, a means, i.e. whereby A. & B.’s debt was trmtaP- 
ferred from H.C.W. & Co., Ltd. to the banker. The 
banker who has bought it may in turn sell it to a broker, 
he to a fourth buyer. In thus going from hand to hand it 
is serving as currency in the same way as a Treasury note. 
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These bills of exchange have been ^vell-kno^vn commer- 
cial instraments since the fourteenth century. They were 
developed first among the Italian commercial community 
in Florence, where banking originated. From Italy they 
spread through the commercial cities of Germany — the 
Rhineland towns and the Hansa League — to England. 
During the following centuries they came more and more 
into use among merchants, but the rights and obligations 
of the parties to them were not recognized by the common 
law. Such was the position at the beginning of tlie 
nineteenth centixry. The law is built up largely on 
decided cases. During the first quarter of the nineteenth 
century a large body of commercial customs, which 
previously had not had the force of law, became incor- 
porated into the English Qomnion law through the 
decisions of a number of Lord Chancellors, more particu- 
larly of Lord Eldon ; and among such commercial 
customs were a number relating to bills of exchange. 
From time to time conflicting decisions were given, 
which created difficulties for the commercial community. 
Towards the end of the century a portion of the 
commercial law of this country was codified, one portion 
so treated being the whole of the law relating to bills of 
exchange and cheques, which is now to be found in the 
Bills of Exchange Act of 1882. 

By that Act a bill of exchange is defined as "an 
unconditional order in wiiting, addressed by one person 
to another, signed by the person giving it, requiring the 
person to whom it is addressed to pay on demand or at 
^ fixed determinable future time a certain sum in money 
-’"To or to the order of a specified person or to bearer.”^ 
fh other words, it is an order from “ A ” to " B ” to pay 
a certain sum at a determinable time to " A ” or to “ C.” 
The amount and the time must both be definite. 

The following details regarding.the form in which bills 
^ Section 3 (1). 


3 
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are drawn, and the rights and liabilities of parties to them, 
are material. 

In the example quoted, H.C.W. & Co., Ltd., are the 
drawers of the bill, and A. & B., Ltd., are the drawees. As 
the bill is payable to the order of H.C.W. & Co., Ltd., the 
latter are also the payees, but the payees might equallj' 
well have been a third party, such as a bank, who were 
collecting the bill on behalf of H.C.W. & Co., Ltd. In 
the case given when A. & B., Ltd. promised to pay, 
or, in other words “ accepted,” the bill by writing that 
word across the face of it, they became acceptors. Save 
in exceptional circumstances, a Wll can only be accepted 
by the drawee. The acceptance, again, might simply 
have read : 

Accepted. 

For and on behalf of A. & B., Ltd., 

J. Jones, Secretary. 

Sxich an acceptance is known as an " Acceptance in 
Blank.” 

There is one other party to a biU who requires mention, 
and that is the endorser. When “X” sells a biU, 
accepted by " K,” ‘‘ X ” will write his name on the 
back, thereby becoming an endorser. The acceptor 
” K ” is primarily liable on the bill, but if " K ” fails to 
pay the bill when it is due, the holder can sue either 
“ K,” or ” X” (or any other endorser), or the drawer. 
If the holder recovers from " X,” “ X ” in turn can 
recover from any previous endorser, or from “ K,” or 
from the drawer. 

A bill may be drawn at sight, in which case it has to 
be paid as soon as it is presented, and is known as jl' 
” Sight Draft.” Bills may also be drawn at 8, 30, 60, 
or 90 days’ sight or date, or longer. If the bill is claused 
“ At thirty days’ sight pay . . .,” the period runs from 
the date when the bill was sighted, i.e. presented for 
acceptance ; if it is claused " At thirty days’ date 
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pay , . the period runs from the date of the bill itself, 
irrespective of when it was sighted. In the case of both 
bills drawn at .so many days’ sight and so many days’ 
date the period is increased by three days of grace, so 
that a bill at 30 days’ sight is in fact payable 33 days 
after sight, a bill at 60 days’ date at 63 days after date. 
But the date must be a definite, ascertained date ; not 
.some indetermined time, such as “ when delivery of the 
goods is made.” The date on which a bill becomes due 
for payment is known as “ maturity.” 

If a bill is payable on demand by a banker it is called 
a cheque ; if it is payable forthwith or at any future time 
by anyone else than a banker, or payable in the future by 
a banker,,it is a bill of exchange in the ordinary sense. 
In other words, the phrase ”^Bill of Exchange ” is a little 
vague in meaning. Legally it means all documents 
which come within the definition quoted above. In 
practice, we abstract a certain class of such documents 
and call them ” cheques.” The class .so abstracted 
consists of those bills which are payable by a banker on 
demand. This is equivalent to saying a cheque is a 
sight draft drawn on a banker. The money columns of 
the newspapers, however, frequently use the term 
” cheque ” for any sight draft : thus the term “ the 
Paris cheque ” means a sight draft on Paris. 

A sight draft has only a 2d. stamp, whereas a bill 
of exchange of any other kind has to be stamped ad 
valorem, at the following rates ; 

Up to 0 s - . - qd. 

£75 to £100 - - - IS. 

“ £100 to £200 - - - 2S., 

etc., etc. 

Two other terms should be noted : “ Trade Paper ” 
and “ Bank Paper.” Trade paper consists of bills 

*See p. 33. 
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accepted by merchants. Bank paper means bills accepted 
by banking institutions. The words “ banking institu- 
tion” is used advisedly to indicate not merely the joint- 
stock banks, but any of the merchant banks or accepting 
houses. A merchant bank or accepting house is a bank- 
ing institution which specializes in commercial credit 
operations. It receives commission for lending its credit. 
It does this by allowing approved clients, usually 
merchants, to draw bids on it up to a specified amount, 
not relating to any particular shipment of goods, and 
sometimes not to any goods at all. The merchant who 
draws such drafts discounts them with his own bank 
and thus provides himself with ready cash. When draw- 
ing he obligates himself to put the accepting house in 
funds to meet the draft 48 hours before it is due for 
acceptance. He pays the acceptors a commission (| per 
cent, to f per cent.) immediately the draft is returned 
to him accepted, and also pays the acceptors’ expenses 
in respect of postage. By the time the bill matures — 
such drafts are usually of two or three months’ maturity 
— the merchant has received the payments he was 
anticipating and remits the value of the draft to the 
accepting house 48 hours before it is due to be presented 
to the latter for payment. A draft not relating to any 
goods at aU is known as a " Finance Bill,” as opposed 
to a “ Commercial Bill,” and the drawer is said to be 
drawing against a blank credit. For some time past the 
Bank of England is understood to have expressed some 
doubt as to the wisdom of giving blank credits, and a 
new fonn of bill has come into existence which is a hybrit^ 
betw'een a commercial bill, which relates to a shipment’ 
of goods, and a finance bill proper, which is drawn undet 
a blank credit and does not relate to any goods at all. 
This hybrid bUl is drawn against a blank credit, as is the 
finance bill proper, but secured by the merchant giving 
to the accepting house a general lien on all his shipments, 
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or on all his shipments to a particular market,* and on 
the proceeds arising therefrom, which proceeds he agrees 
to place in a separate account earmarked for the purpose 
of repaying the loan from the acceptors. Under these 
arrangements between merchants and accepting houses 
it is frequently provided that a merchant is at liberty 
to draw up to a certain amount, say £10,000, and that 
when any part of the £10,000 is repaid by him he may 
immediately draw that amount again, thereby bringing 
up the total of the advances i!0 him to £10,000 again. 
A continuing credit of this kind is known as a 
“ revolving credit.” 

Such being the general character and the uses of bills 
of exchange, we have now to examine how it is that these 
documents can serve, not rnerely as evidence of debts 
and as instniments of credit, but as currency. They are 
enabled to do this by the possession of certain legal 
characteristics which make bills of exchange documents 
of a class known as ” negotiable instruments.” The 
chief of these characteristics of bills of exchange are two : 

(a) They .are transferable by delivery. 

(b) Delivery gives a good title. 

The quality of being transferable by delivery may be 
thus explained. If a person is selling shares, he has to 
sell them by means of a document in a particular form, 
known as a “ Transfer.” tinless the sale is made by 
means of a transfer it is not valid. In the case of a bill 
of exchange no such document is needed. A good legal 
sale is elfected by ‘‘ A ” handing to " B ” the money, 
and “ B ” endorsing the bill and handing it to ” A.” 
That is known as ” delivery,” and dehvery alone effects 
a. sale. There is no need for a transfer form such as is 
necessary in the case of a share certificate. 

As regards {b),“ Dehvery gives a good title.” Suppose 

* A specimen letter of Lien is tgiven in Appendix to this 
Chapter. 
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“ A ” loses a watch, " B ” finds it and sells it to ” C.” 
■' C ” does not know that “ B ” is not the owner of the 
watch, and pays a fair price for it. It comes to “ A’s ” 
knowledge that “ C ” has his watch. “ A ” can compel 
" C ” to return it to him. “ A ” could sue “ C ” if neces- 
sary and the Court would give ‘‘ A ” the watch. " C ” 
has no good title to the watch, although he bought it 
bona fide and for value. Now suppose “ A ” has a bill 
of exchange which " B ” steals and sells to “ C.” “ C ” 

does not know that " B ” has got the bill wrongly , and 
buys it in good faith, paying a good price for it. “A" 
has no right of action against “'C.” “ C ” has a good 

title to the bill as against “ A.” Although " B ” himself 
had no title to the bill, he can give a title to “ C,” A 
party in “ C’s ” position w'ho has bought the bill of 
exchange for value, and bona fide, unaware tliat 
“ B ” had no good title to the bill, is called the “ Holder 
in Due Course.” 

To be a Negotiable Instrument a document must 
possess both characteristics (a) and (6), as does e.g. a 
banknote or lYeasury note. A bill of lading is {a) 
transferable b}^ delivery, like a bill of exchange ; but it 
is not {b) capable of acquiring a good title by delivery, 
and therefore it is not a negotiable instrument. The 
ordinary cheque, which is simply a particular form of 
a bill of exchange, possesses (a) and (i) and is therefore 
negotiable. The effect of crossing a cheque ” not negoti- 
able ” does not, and is not intended to, prevent or restrict 
transfer of the cheque by ordinary endorsement ; the 
effect of such cros.sing is that the person receiving the 
cheque gets no better title than had the person from 
whom he obtains it. Crossing a cheque ‘‘ not negoti- 
able,” in other words, leaves characteristic («) untouched 
but destroys (6). 

The bill of exchange ov^es its ability to serve as currency 
first to its legal character as a negotiable instrument, 
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and secondly to its common commercial use. A Foreign 
Bond transferable by delivery is equally a negotiable 
instrument, but it does not serve as currency, because 
it does not possess the commercial popularity of the bill 
of exchange. 

Bills of exchange serve as currency by being trans- 
ferred from one person to another by sale, a process 
which is known as " discounting ” or " negotiating.” 
When H.C.W. Sc Co., Ltd., negotiated the bill accepted by 
the A. Sc B. Co., Ltd., with H.6.W. & Co.’s bankers, the 
latter, we saw, paid the H.C.W. & Co., Ltd., a price which 
was the face value of the bill less an amount representing 
interest for the period the bill had to nm. The interest 
is known as discount. The price of a bill is quoted in 
terms of tlie rate of discount which will be deducted from 
it. In this case it was a three months' bill, and on the 
particular date in question three months' Trade Bills 
were quoted in the Press at, say, 5| per cent. A " Trade 
Bill ” is one which, like the bill under discussion, is drawn 
on and accepted by a trading firm, that is, any firm not 
a bank. The quotation means that trade bills which 
have three months to run can be sold at a price which 
is arrived at by deducting interest at 5| per cent, for the 
period which the bill has to run. The amount therefore 
which the H.C.W. & Co., Ltd., will get for their bill of 
£ioo is arrived at as follows : 


£ioo minus i = Cioo minus il 

100 X 2 X 4 _ minus £i 7s. 6d. 

== £98 I2S. 6d. 

The specimen bill set out above was an inland bill. 
A foreign bill is one drawn or payable in a foreign centre. 
It is with foreign bills that wp are mainly concerned. 
They are more complicated than inland bills, and the 
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procedure followed in dealing with them is varied. At a 
later stage we shall have to deal with foreign bills exhaus- 
tively, but here we are only concerned w'ith their use as 
currency and their function in building up foreign 
currency balances on which banks can draw drafts. 
We will therefore examine, in otitline only, two wa5^s in 
which foreign bills come into existence and create foreign 
balances, remembering meantime that there are alter- 
native ways of dealing with them to those we are 
assuming. 

Suppose " X ” is a firm exporting structional steelwork 
to Swedish contractors known as'Franssons. “ X ” has 
an agent in Stockholm. “ X ” ships the steelwork and 
sends the invoice and shipping documents to his agent, 
together with a 6o days’ draft on Franssons for i,ooo kr. 
The agent gets Franssons' acceptance of the draft and 
thereupon hands them the shipping documents giving 
control of the goods. The accepted bill, we will assume, 
is returned to “ X ” in abotit ten days. A bill-broker, 
i.e. a dealer in bills, who specializes in Swedish Exchange, 
buys the draft from " X ” and sells it to the Foreign 
Department of a London bank. The latter send it to 
their Swedish correspondents to await maturity, when 
it will be paid and credited to the London bank's account. 
From the time when the bank buys the draft, it is in a 
position to draw drafts on its Swedish correspondents 
of such a maturity that they will fall due for pa3unent 
coincidently with the crediting of their account with the 
proceeds of the draft on Franssons. Or the Swedish 
correspondents might be requested to discount the draft 
themselves and place the proceeds to the credit of the 
London bank's account, and do so, whereupon the London 
bank would be able to draw sight drafts at once. 

The bill might be dealt with in another way. The 
agent having got it accepted might sell it to a Swedish 
bank, and remit to “ X ” that bank’s draft in kroner. 
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In that case “ X ” could sell the kroner draft to the 
bill-broker, and the same result is achieved. 

Yet another possibility is that " X ” might send the 
draft for collection. In that rase “ X ” would take it 
to his own bank and ask them to collect. His bank 
would send the draft and documents with it to their 
branch or correspondents in Stockholm. The latter 
would present the draft for acceptance, and when it was 
accepted would hand over the documents just as the 
agent had done. When the dsaft matured, in one or 
two months, they would present it again for payment. 
WTien it was paid they would advise and credit “ X’s ” 
bank here and the latter would credit “ X ” with the 
equivalent in sterling. “ X's ” bank now has a balance 
in kroner in Stockholm, and can draw on that kroner 
balance which it acquired by* collecting “ X’s ” bill, and 
sell the drafts once again to our bill-broker. 

The bill drawn on Franssons has thus illustrated how 
a foreign bill operates to replenish the kroner balances of 
a British bank. 

Had the bill been drawn, not in kroner, but in sterling, 
the question would have arisen, when Franssons paid : 
At what rate would they pay kroner for each pound of 
the face value of the bill ? That question we must 
leave until later. ^ The point we are concerned with is 
that Franssons would have had to pay kroner, so that 
whether the draft is drawn in sterling or kroner it would 
have the same effect of putting a bank here in possession 
of a kroner balance in Stockholm, against which they 
can issue drafts ; and that it would be at their own 
discretion whether such drafts were issued at sight or 
at so many days’ date or sight. 

The example given is the sort of thing which, in general 
outline, is happening every day. Every day there are 
drafts moving about for differen,!; amounts, in different 
^ See Chapter VI. 
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currencies, on different financial centres, and maturing 
at different dates. The bill-broker buys the drafts he 
knows the banks will want, and sells to the banks which 
want them. The price at which the bill-broker sells 
the drafts to the banks w’ill determine the price at which 
the Foreign Department of the banks will sell to their 
branches, and that price will in turn determine the price 
at which the branches will sell to their customers. The 
price at which the bill-broker sells will in turn be deter- 
mined by the price at v^iich he can buy. Therefore the 
price at which drafts on a foreign centre can be sold to 
customers at any given time will be determined by the 
price at which bills on that centre can be bought. That 
price in turn will depend on the supply of and tire demand 
for bills, actual and anticipated. 

As to the supply, it is evident from the above example 
that bills on Stockholm will come into existence as a 
result of exports to Sweden. The more goods w’e export 
to Sweden the bigger will be the kroner balance on which 
banks here can draw, and assuming that the demand for 
kroner remains the same, there will be more kroner 
available than there would have been if “ X ” and other 
merchants had not sold goods to Sweden, and thereby 
created the balance. The demand for kroner being 
unaltered, and the supply having increased, the value 
will go down. In other words, buyers of kroner will 
get more kroner for every pound than they got before. 
The exchange rate will go up : the value of sterling, in 
terms of kroner, has increased. We come to the con- 
clusion that, all other things being equal, exports will 
send up the value of a country’s currency. 

Now as to the demand for bills on Stockholm. Suppose 
“ Y ” to be a merchant importing paper. “ Y ” will 
want to buy kroner drafts to pay for his imports. Every 
shipment of paper to ^ this country will fdve rise to 
a demand from “ Y ” and similar merchants, or from 
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their banks, for kroner bills, "with which to replenish 
their Swedish balances. Assuming the supply of kroner 
remains unaltered, iind this increased demand, the value 
of kroner will go up. For every pound “ Y ” or his bank 
will get less kroner than previously. The exchange rate 
will go down ; the value of sterling, in terms of kroner, 
lias declined. Therefore, other things being equal, a 
surplus of imports over exports will tend to diminish 
the value of a country’s currency, just as a surplus of 
exports over imports will tend k> increase it. 

The bill on Stockholm came into existence as the result 
of the export of goods to Sweden, and the bill on Lqiidon 
as the result of the import of goods into England. But 
bills on Lpndon may come into existence as the result 
of tlie shipment of goods frora,one part of the world direct 
to another without coming to England. London in 
effect pays for, or guarantees the paj'ment for, the goods 
to the seller and collects the price from the buyer, plus 
a commission for the trouble and the responsibility taken, 
London finances international trade and takes a tribute 
therefrom for doing so, and the process brings bills on 
London into existence and creates a corresponding 
demand for sterling. An example will make this clear. 

A Chinaman, Chung Ling Soo, in Canton, exports tea. 
An Italian merchant, Valentini, in Milan, imports tea. 
Valentini wishes to place a contract with Chung Ling 
Soo for tea. Chung Ling Soo is Mailing to sell to Valentini, 
provided terms of payment can be arranged to mutual 
satisfaction, the difficulty being that while both persons 
are of undoubted financial rectitude, they are unknown 
to each other, and therefore not prepared to trust each 
other. Valentini does not M’ish to pay for the tea until 
it arrives at the Italian port, and Chung Ling Soo does 
not want to ship the tea until he is paid, or knows for 
certain that he will be paid. The gulf is bridged by an 
accepting house. Steinfeids are, let us say, an accepting 
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house in London. Their business is lending their credit 
for a consideration. What they do in this case is to agree 
to pay the bills for Vaientini up to a certain amount, the 
consideration being that Vaientini is to put them in funds 
to the amount of the bills at least 48 hours before they 
mature in London, and to pay them a commission for 
taking the responsibility as against Chung Ling Soo. 
Steinfelds, therefore, get a commission and two days’ in- 
terest on the money of someone else, and that without the 
outlay of a penny. Steinfelds inform the London office 
or agents of the Canton Bank that they (Steinfelds) will 
accept bills drawn by Chung Lfng Soo on themselves, 
at, let us say, 60 days, covering tlic shipment of tea to 
Vaientini at a certain price. Steinfelds tal>e the risk 
which Chung Ling Soo will,not take, because Chung Ling 
Soo is simply a tea merchant, while Steinfelds are an 
accepting hou.se, and it is part of their business to know 
on behalf of whom they can safely accept bills, and on 
behalf of whom they cannot. Chung Ling Soo on his 
part is quite prepared to take Steinfcld’s assurance of 
payment, where he would not take Valentini’s, because, 
as a merchant, he knows the repute of Steinfelds. 

Chung Ling Soo ships the tea, and draws on Steinfelds. 
He presents the bill on Steinfelds together with 
documents covering the shipment to the Canton Bank, 
and the Canton manager of that bank is ready to advance 
him money on the bill drawn on Steinfelds although it 
is not yet accepted, becau.se Steinfelds have promised 
that they will accept. Steinfelds’ reputation is such that 
the promise is good enough for the manager in Canton. 
He sends the bill, together with documents, to his head 
office in London. The London office pre.sent to Steinfelds, 
Steinfelds accept, and when it falls due 60 days after 
sight they pay. In return for accepting they get the 
documents covering th^ tea, which is now on its way. 
How Steinfelds deal with the documents is a matter of 
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detail. Valentini may be an old and valued client, and 
they may be willing to send him the documents straight 
away • and simply ask him to remit before the draft 
matures. His remittance will most likely take the form 
of a sight draft on a London banker, which he will buy 
from his banker. It may be that they will draw on 
Valentini, and send their draft, with the documents 
covering the tea, to a bank in Milan, the documents to 
be handed over against acceptance or against payment 
of their draft. The important point is that they send 
the documents to him and he pays them, eitfier by 
buying a bill on London, or by paying their draft on 
him, at least 48 hours before the draft on him 
matures. 

In this transaction there is ^rst the coming into exist- 
ence of a bill on London and then the buying of a bill 
on London or alternately the drawing of a bill on Milan. 
Chung Ling Soo drew on Steinfelds ; Valentini, in order 
to meet his financial obligations, buys a bill on London 
or accepted one on himself. Both these operations 
have arisen, out of a shipment of tea from Canton to 
Milan, which does not come to England at all. 

Balancing the transaction, it is evident that London 
has paid away so much and has got in rather more, the 
difference being represented by Steinfelds’ commission 
and the 48 hours’ interest. That is an example of how 
London finances world trade, and takes a commission 
for doing so, the process being operated by two bills, 
one on London and one on Milan. The whole operation 
clearly hinges on the willingness of Chung Ling Soo 
to accept without” question payment by a bill on 
London. That willingness originated in the fact that 
before the war a bill on London was the safest form of 
international currency, because it was the equivalent to 
a claim to so much gold. , 

Its value, in terms of other currencies, could not vary 
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beyond the minute fluctuations which brought it to the 
gold points. To-day’^ a bill on New York from a purely 
currency point of view would be better, because a bill 
on New York is still a claim to gold and a bill on London 
is not. In fact, the financing of world trade by dollar 
bills has increased greatly since the war for this reason, 
and is likely to continue to do so in the future.® At the 
present time, both the sterling and the dollar bill are 
used as international currency. 

Referring now to what was said earlier in this chapter 
regarding finance bills, it will be evident that foreign as 
weliyis English merchants can and do avail themselves 
of the facilities offered b3' the London accepting 
houses ; and that where a foreign merchant has 
drawn against a Revolving Credit he will have, before 
the maturity of the bill, to buy sterling and remit it to 
the acceptors. He will also have to pay the acceptance 
commission in sterling. The acceptance business, there- 
fore, as well as ordinary trading operations, null bring 
bills on London into existence and create corresponding 
and .slightly larger demands for sterhng. 

To sum up the conclusions of the latter part of this 
chapter : 

(t) Ordinary trade bills come into existence as the 
result of the export and import of goods. 

(2) Bills on London, and corresponding demands for 
sterling, come into existence as the result of shipments 
of goods from one part of the world direct to another, 
without coming to London. 

(3) Other things being equal, a surplus of exports over 
imports will raise the value of a country’s currency, and 
a surplus of imports over exports will lower it. 

(4) To avoid misconception, it should be added that 

* December, 1922. 

“ See Chapter XIV for ct brief comparison of London and New 
York as financial centres. 
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there are other factors than imports and exports of 
goods which will create a demand for and a supply of 
bills ; • and that the value, in relation to gold, of the 
currency of the country on wdiich the bills are drawn 
is also an important element in their price. These 
matters will be examined in detail later. 

(5) The credit facilities supplied by London bring 
finance bills on London into existence ; and if these 
are drawn abroad there will be a corresponding and 
slightly larger demand for sterling from abroad to meet 
these bills when they fall due and to pay London its 
commission for the use 'of these facilities. 

(6) The actual rates of exchange charged for B.rafts 
in foreign .currency are based on the prices at which 
bills on that foreign country pan be bought. 

APPENDIX TO CHAPTER IV 
Specimen Letter of Lien 

'^oth June, 1922. 

Messrs. X. & Y., Ltd., 

London, E.C.2. 

Dear Sirs, 

In consideration of your accepting our draft 
value £2,500 maturing 30th Sept ember /3rd October, 
1922, we give you herewith a lien on the goods as per 
list and copy invoices attached ; and we undertake 
to reimburse you before the due date out of the proceeds 
of the sales of the said goods and to hold such proceeds 
as and when received in trust for you. 

In payment of your accepting commission, we beg to 
hand you our cheque value £15 12s. 6d,, receipt of 
which please acknowledge. 


Yoiys faithfully. 
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Methods of quoting raters — Example of fallacies in exchange 
calculations — Relations between client, provincial bank, head 
othce, foreign exchange broker — Nostro accounts — The 
excliange trader — Covering transactions — Classes of 
draft quoted — Tel Quel rates — Forward operations and 
quotations — Arbitrage operations illustrated, ^ 

T he oxaniination of the way foreign currency 
balances are built up showed that rates of 
ex'change depend on the price of bills. Before 
proceeding to analyse the factors which determine the 
price of bills, it seems best to correlate the theory of the 
last chapter with the practice of exchange trading as 
handled in the foreign departments of the banks and 
reported in the daily newspapers. 

In the money columns in the daily papers there are, 
under the heading “ Foreign Exchanges a list of figures 
preceded by a certain amount of descriptive wording, 
recording the movements in rates which occurred during 
the previous day, such as "'marks depreciated/' " dollars 
appreciated/' etc., etc. The figures formerly represented 
the foreign exchange rates which were current at the 
close of business on the previous day in the various foreign 
centres. They were not the rates quoted in London, but 
were cabled from the foreign centres opposite the various 
names. To-day they represent the rates obtaining in 
London at the close of t^e previous day's business. These 
figures are in one or two forms. Either they mean 
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so much of a foreign currency unit to the pound, as in 
the case of France, Germany, or U.S.A. — 3-90 opposite 
U.S.A..means that you can get 3-90 dollars for £i — or 
they are in the form of so many pence, or shillings and 
pence, per foreign unit, as in the case of Brazil, 
.where the figure 8 means that you can get a miireis 
for 8d. ; or in the case of Japan, where the figure of 
2S. 4d. means that you can get a yen for that amount. 
All the rates are quoted in one or other of those two forms. 

The difficulty in reading exchange rates is that the 
prices of currencies are not quoted in the same way as 
other prices. The raising of the figure which indffiates 
the price of any article is favourable from the seller’s 
point of view, as, for example, is the case in the stock 
market, of which one is most likely to think when con- 
sidering exchange matters. A rise in the price of shares 
is obviously favourable to the holders ; but a rise in the 
rate quoted for sterling may or may not be favourable 
to the holder. In the case of the dollar, clearly a higher 
figure does mean a more favourable rate, as it is better 
for us to get four dollars for our pound than 3-9 dollars. 
In the case of Brazil the opposite is true : in selling 
sterling for miireis, it is more advantageous to the 
seller of sterling to obtain one miireis for every 8cl, than 
for every lod. In this case the raising of the rate is 
unfavourable. The rule is that where the exchange is 
quoted in terms of foreign currency to the pound the 
high rate is favourable to sterling ; where it is quoted 
in terras of pence per foreign unit, a low rate is favour- 
able to sterling. We have been using the terms 
“ favourable ” and “ linfavourable ” in the sense in which 
the newspapers frequently use them, i.e. from the 
point of view of the holder of sterling, i.e. of the potential 
buyer of foreign currency. It is necessary to bear in 
mind that when the newspapers sgiy “ the French rate 
went further in our favour,” they are speaking from the 
4 
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point of view of the holder of sterling who wishes to buy 
francs. To the holder of the currency whose rate is in 
question, e.g. to the English holder of German jtnarks, 
the significance of the terms “ favourable ” and “ un- 
favourable ” will be exactly the opposite. The lower 
the rate, i.e. the less marks he has to give up to secure 
one pound, the better he will be pleased. 

Now, looking at the matter from the foreigners’ 
point of view, it will be evident that where the cpiotation 
is in terms of foreign currency to the pound, as in the 
case of francs, marks, and dollars, a rise in the rate 
nieans a decline in tlie value of those currencies, because 
more' francs have to be surrendered to secure a pound. 
Similarly, a fall in the rate for francs means a rise in 
their value. It is this point of view which the newspaper 
writer is taking when, on the rate for francs declining from 
52-5 to 52-0 to the pound, he says, “francs appi'eciated 
slightly " : it is the value which has appreciated. 

There is one caution it is necessary to bear in mind. 
In the news columns of the papers — not in the money 
columns — one frequently sees the phrase “ Yesterday the 
£1 was worth i8s. in New York, 41s. 6d. in Paris,’’ and 
so on. That is the wrong way to think about the 
exchanges. A pound cannot be worth i8s. 6d. in New 
York, for the simple reason that in New York they do 
not deal in pounds, shillings, and pence. It can only be 
worth a certain amount of dollars. If on the day w'e 
read that the pound w'as worth 18s. 6d. in New' York wc 
had turned to the back page and read the money column, 
w'c should have seen that the pound was worth 4’38 
dollars. What was meant was of- course that a pound 
to-day would produce the amount of dollars, w'hich, 
had the pound been at par value, could have been 
purchased for i8s. 6d. In other words, at pre-war 
values the amount of dollars w'hich to-day will purchase 
would only have purchased i8s. 6d. The statement 
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that the pound was worth i8s. 6d. is a half-truth stated 
in a form which is sheer nonsense. 

Thi'' is more than a question of words. Of the errors 
into which this way of thinking about the exchanges 
can lead, a good example is the following incident. It 
is given in full as it is a good exercise in exchange 
thinking. The subjoined letter appeared in the 
“ Manchester Guardian ” of February 27, 1920 : — 

“ I purchased an article some months ago for £600 
calculated on $4-75 to the poun^ sterling, and agreed 
to pay the dilfercnce in the exchange when the goods 
were delivered. When I paid the cKtJque the pound 
was worth $3-25, and the papers of that day boomed 
the fact that the pound had touched 13s. 3d. One would 
think, therefore, that I should have to pay 600 times 
6s. gd., equal to £207 los. ' But I am told that the 
difference is £277 los. or 9s. 3d. for each pound sterling 
that I have already paid. If that is correct, the pound 
on the rate of exchange was worth only los. qd. It 
may be simple to some people, but can anyone make it 
clear to rne ? ” 

Inquiry among the author's classes in Manchester 
found very few who were able to point out all the 
fallacies in the above letter. Apart from a small mistake 
in arithmetic and the ignoring of the fact that his re- 
mittance was made at a rate fractionally different from 
the 3-25 quoted, the writer of the letter maj’^ be interested 
to learn, if he buys this book, that there were three 
fallacies in his argument. 

The first and most fundamental was that the pound 
was never worth .So many shillings and pence in the 
United States, but so many dollars and cents. His 
liability was reckoned, and could only be reckoned, in 
dollars and cents. This is true whether the price was 
quoted to him in pounds or dollars. If the price was 
quoted in dollars, the following'* calculation obtains ; — 
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Price in dollars (6ooX4‘75) - . - $2850 

His £600 realized dollars (600x3-25) - =-■ $1950 

Difference which he had to pay - - • $900 

These 900 had to be purchased at 3-25, so that the 
sterling he had to expend w’as £(900—3-25) = 276-923, 
or £276 i8s. 6d. 

If, on the other hand, the price was quoted to him in 
sterling, he had to make up the difference in exchange 
of $(4'75 — 3’25) -= $1-5 on every pound, so that he 
would have to find ^600 times $1-5 $900, and to 

purcliase that' kjoo dollars at .3-25. This entails an 
expenditure of £276 i8s. 6d. as per the previous 
calculation. The difference between the £276 i8s. 6d. 
at which we arrive and the £277 los. which he actually 
had to pay will evidently* be accounted for by the fact- 
that at the hour when he paid his cheque, the rate was 
slightly below 3-25 ; 3-25 quoted by the newspapers was 
the closing rate for the day. 

Secondly, his reasoning is wTong even if we take his 
own erroneous standpoint and use his own misleading 
terms. First of all there is an aritlimetical mistake. 
When the pound w'as equivalent to $3-25, it w'as 
“ worth,” in terms of pre-war pounds, of 20s. — 
13s. 4d., so that the dilference to be made up, according 
to his premises, would not be 6s. cjd. but 6s. 8d. 

multiplied by 600. But, apart from this arithmetical 
mistake, his reasoning is wrong even if we start from 
his own premises. For on the day of purchase the pound 
was ncjt “worth” 20s.; it was "worth” only ~~ of 
20s. - 19s. 6d. 

The amount to be made up would therefore be not 
20s. - 13s. 4d., but 19s. 6d. — 13s. 4d. = 6s. 2d. ; so that 
on his own line of reasoning he should have paid not 
600 X 6s. 8d. but 600 X 6s. 2 d. 

Thirdly, in calculating his liability in shillings and 
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pence, he is throughout calculating in pre-war shillings 
and pence, whereas the only shillings and pence available 
to him in which to settle his liability were depreciated 
coins ; the shillings and pence not of pre-war days, nor 
even of the day of purchase of the goods, but of the day 
of payment. Paying, as he has to do, in depreciated 
shillings and pence, he has to pay not only 6s. 2d. per 
pound, but something additional to make tlie six-and- 
twopences which he pays equivalent to the pre-war 
six-and-twopcnces in terms of which he has been 
reckoning. 'X. 

Had the writer of the letter kept lusVaiQ^. of the 
second and tliird fallacies, he could, working B^nis oVn 
roundabout methods, have reached the correct result 
which is * properly obtained by our first calculation 
above. Wiiat it was essential to remember, and what he 
forgot, was that when he thought " the pound is worth 
so many shillings and pence,” what he really meant was 
‘‘ to-day’s pound is worth so many pre-war shillings and 
pence ” ; and he should have added, ‘‘ I liave got to provide 
the equivalent in to-day’s .shillings of so many pre-war 
shillings. ’ ' His calculation would have been as follows : 


600 


Number of pounds on which deficiency has 
to be made up 

Deficiency per pound on day of payment as 

compared with day of purchase - - 6s. 2d. 

Each 6s. 2d. of to-day must, in order to be 
made equal to the pre-war 6s. 2d., be 

4-867 
’ T25 

The liability is therefore 


increased in the ratio of 


6s. 2d. X 600 X 4 -^^ shillings, 
3-25 ® 


or 


£•3082 X 600 X 4-867 


= £276-924 = £276 i8s. 6d, 


3-25 
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All his trouble would have been avoided had he 
remembered that in the United States his pounds were 
worth so many dollars and cents. Had he remembered 
that, he would not have presented us with a very 
interesting example of the wrong way to think about 
exchange matters. 

If we are going to think clearly on the subject of the 
exchanges, we must avoid half-truths such as that 
indicated by the statement criticized. We must think 
of the pound as being worth so much of the currency of 
the country in quesben. 

The ^exb p;;int in regard to the quotations in the 
daily papers is that they are double-barrelled — there are 
two quotations. These two quotations represent buyers 
and sellers. Suppose, for example, that on any given 
day the quotation opposite New York is 3'9b-3-97 
That means if you are buying dollars you will get 3-96 
dollars for every pound you expend ; if, on the other 
hand, you have dollars to sell, you will get £1 for every 
3-97. If you went to the foreign exchange department 
of a bank at the time these quotations obtained, they 
would tell you that dollars were 3-96 buyers and 3-97 
sellers, or they might have said 3-96! middle rate. The 
difference between the tw'o represents the margin for 
dealing. That does not mean the margin on w'hich a 
private individual could encroach if he went into your 
bank to sell or buy dollars — he could not sell better than 
3-97 or buy better than 3-96. It means the margin 
between tlic banks themselves and the foreign exchange 
dealers in London. We will look into the matter more 
closely, and consider the position of four people in this 
matter. The four people are : the foreign department 
of a London bank ; the foreign department of its 
Manchester branch ; the outside individual in Manchester, 
“ A,” who wants to buy or sell a dollar draft ; and the 
foreign exchange broker in London. Assume that the 
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foreign department in London is quoting to ordinary 
buyers S’pd, and to ordinary sellers 3’97. It will improve 
on these rates to its Manchester branch, and will probably 
quote them S-qbJ and 3-96|. Thus the Manchester 
branch will be able to buy at better rates from its London 
house than “ A” could if he went to London direct. 
Head office is able to make a better rate for Manchester 
because London itself, being right in the heart of the 
foreign exchange market, is able to buy from the foreign 
exchange broker at a still better rate. They will be doing 
business with the foreign exchange. broker which will be 
something like 3‘96j| .arid 3‘96|. Sd' L’’’ 41s London is 
concerned the rates are moving inwards. As a 'matter of 
fact, some brokers in London buy from a London head 
office and" sell to them at the same rate, simply working 
on commission and specialiJ^ing in certain currencies, 
just as some merchants and manufacturers' agents 
work entirely on a commission basis. Thus the 
Manchester branch has the margins between 96 and 
q 6-J (buying) and between qGf and 97 (selling) ; the 
London head office has the margins between 96I and 
96I and between 96-I and 96I ; the broker, if he is not 
working on commission, has the margin between qGf and 
96f. This example is taken from the dollar exchange, 
which is one of the steadiest, and where the margins are 
consequently small and the risks few or none. In the 
case of the exchanges with wider fluctuations the 
margins are very much greater. 

The broker, after a sale of currency to the bank, 
sends to the purchasing bank a contract note stating 
particulars of the currency sold and the name of the 
seller ; this enables the bank to instruct the seller 
where to pay the currency. The currency is not in the 
form of foreign notes, but of a draft on a foreign bank ; 
and it is paid, not to the bank itself but by its instructions 
to its foreign currency account in the foreign town in 
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qviestion. Banks keep such accounts in the principal 
centres abroad. They are known as “ Nostro ” accounts 
{Latin -= our). It is on these accounts that the foreign 
drafts issued by banks to tlieir customers who have 
bought foreign currency are issued, and from them that 
mail and telegraphic transfers^ are made. Proceeds of 
bills and coupons sent for collection similarlj' go to swell 
the. Nostro account. In the case of sale of currency by 
the bank to the broker, a similar contract note is passed 
by tlie broker to his purchasers, from whom the selling 
bank receives instructions where to pay the currency. 
Payment is jsKnie," of course, out of a Nostro account. 

The actual work of buying and selling currencies in 
a bank is performed by the exchange trader, who is 
usually " second-man ” in the foreign department, i.e. 
second-in-command to tlie manager of the foreign 
department. The most go-ahead of the provincial 
branches of the joint-stock banks have now direct 
telephonic communication with their London head 
office, by means of which they are advised of the 
fluctuations in rates from minute to minute. The 
exchange trader’s aim all the time is to balance his 
sales and his purchases, so that he is left neither with 
foreign currency on his hands nor with a liability in 
respect of currency which he has sold but not yet bought 
in. His aim, in other words, is not to make big profits 
by gambling on the prospects of rises or falls in exchange 
rates, but to accumulate margins and take as little risk 
as possilfle. He \vill, tlierefore, in so far as his sales 
are not covered by his purchases, cover by buying 
immediately from his own head office, and in so far as 
his purchases are not disposed of by his sales, sell 
immediately to his own head office. The head office 
trader in turn will sell to the exchange dealers ; and 
it is the higgling of the market between head office 

* See p. 6. 
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traders and exchange dealers, who in turn have con- 
nexions abroad, which ultimately makes the final rates. 

The next point to refer to in regard to the rates 
quoted in the daily papers is the class of draft quoted 
for. Different centres quote for different classes of draft. 
The principal kinds of drafts quoted for are : 

Cable transfers. 8-day drafts. 

Sight drafts. 90-day drafts. 

A cable transfer is the means used by a man in New 
York who wants to pay a man in Jbjndon at once. He 
goes into the offices of a New York bank, instructs 
them to cable a certain amount of money to someone 
in London., and pays them a certain quantity of dollars. 
The bank immediately cables its London correspondents, 
and the latter firm pay immediately they receive the 
cable. That is the meaning of a cable transfer. The 
cable rate is the rate at which the dollars paid by the 
man in New York are exchanged for the sterling which 
the payee in London receives. 

A sight draft is a draft payable at sight and goes 
by mail. “ A ” has to pay a creditor in Paris. " A ” 
.sends him a draft in francs on some French bank, payable 
at sight. Tire sight rate is the rate at which " A ” buys 
that draft in francs from a London bairk : it represents 
the rate at which sterling is converted into francs 
payable at sight in Paris. 

Eight and ninety-day drafts mean drafts payable ii 
(8 plus 3 days of grace) and 93 days respectively after 
sight. The classes of drafts quoted in the newspapers 
for each of the principal centres are : 

Paris Sight drafts. 

Brussels - - - - ,, ,, 

Berlin ----- ,, 

Other European centres - ,, ,, 
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New York 
Oriental Exchanges 
Egypt - 

Brazil - - - 

Argentine 


- Cable, sight, 6o-day. 
Telegraphic transfers. 

- Sight rate. 
90 days. 
90 „ 


The sight rate is known as “ Short Exchange,” and the 
three months’ rate as ‘‘ Long Exchange.” The three 
months’ rate can be calculatecl from the short rate, and 
vice versa^ Tire point to remember in making these 
calculations is that when we bny a sight draft we are 
paying a dealer pounds down for francs at sight ; for 
pmcticai purposes we are p.aying pounds now and getting 
in exchange francs now. When, on the otlier hand, we 
buy a three months’ draft, we are paying pcw.mds now, 
and getting francs which will not materialize until three 
montJis hence. It will be evident that, in consideration 
of waiting, we must in the second case receive more 
francs for the same n\miber of pounds tlian in the first : 
the long rate, in other words, will be liighcr iir this case 
than the short rate. If we are dealing not with the currency 
which is quoted in terms of foreign units to- the pound, 
but with one which is quoted in terms of so many pence 
to the foreign unit, with the milreis, for example, the 
long rate will be lower than the short : for the buyer has 
to be benefited in cousideration of waiting, and the only 
way to benefit him is to reduce the number of pence he 
pays for each milreis. 

Particular rates can be made for bills which have 
periods of between one and three months to run, e.g. 
73 day's. Such rates are known as Tel Quel ( = such as 
it is) rates. They' can be calculated from either the 
sight rate or the three months' rate on the principle 
indicated in the foregoing paragraph. They will be 

^ For details of the calculations involved, see Spalding : 
" 1 orcign Exchange and Foreign Bills,” p. 48 . 
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more favourable to the buyer of the bill than the sight 
rate (i.e. more francs to the pound or fewer pence to the 
milreis), for the buyer has to wait for his claim to the 
foreign currency to mature ; less favourable to him than 
the tliree months' rate, for he has not to wait so long. 

With one exception, bills for periods longer than three 
months are not common in exchange markets. A 
merchant who desires to discount a longer-dated bill 
with his bank invites reflections as to the financial sound- 
ness of the customers with whom he is doing business : 
why do they require such long credit ? Bills of longer 
than three months’ maturity are drawn, but generally 
their use is to be held as security for a debt mther than 
to serve as, currency. The exception occurs in the .South 
American trade, where bills a.t 120 clays are customary 
and recognized. 

An operation which demands a word of explanation 
is that of buying and selling exchange forward. 
Merchants do not as a rule wish to gamble in exchange, 
and a mercliant doing business to-day with one of the 
numerous countries whose currency is subject to frecpient 
fluctuations generally avoids risk by the above-named 
operation. If he is due to receive or to have to pay a 
certain quantity of foreign currency at a future date, 
or within a given period, he sells this currency or buys, 
as tlie case may be, in advance. If he is an exporter 
due to receive payment in currency, he agrees to deliver 
to the bank on a certain day, or within a certain period, 
that quantity of that currency. Conversely if he is an 
importer due to pay a certain quantity of currency, he 
agrees to buy that quantity on a certain day or within 
a certain period. The transaction in each case is made 
at a rate fixed at the time. The merchant limits his 
liability to a definite quantity of sterling the bank 
has means not available to the pierchant lessening the 
liability of which it has relieved him. Where the bank 
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is the forward seller, and the amount is small, it may 
purchase spot currency and hold it until such time as 
the customer requires it. Where the amount is larger, the 
bank in turn may buy forward. In any case, it can, 
if it desires, rely on its balances abroad for delivery. 
A forward seile, again, may be set off against a long- 
dated bill on the foreign centre in question, maturing 
on or a little before the date of delivery of the currency. 
Or such a long-dated bill maturing later than the said 
date might be discounted on or before tlie date of delivery. 
Similarly when currency is bought forward from a client, 
the purchase can be covered by a forward sale. Or, if, 
eTg. delivery of the currency is to be made by the seller 
to the bank in two months’ time, the bank can now 
sell two months’ drafts on the foreign 'centre in 
question. 

The rates for forward purchases and sales of course 
vary from those for spot transactions. They may be 
more or less favourable to the buyer, according to the 
opinion held by the foreign exchange market of the 
likelihood that during the near future the currency in 
question wiU appreciate or depreciate. Thus, e.g. on 
July 20, 1922, the " Manchester Guardian ” quoted the 
rates on certain centres for settlement one month forward 
as follows. The rates for two and three months forward 
are usually approximately twice or thrice those quoted 
for one month forward. 


New York 
Brussels 
Paris - 
Berlin - 
Italy - 


to I'ir cent over spot. 
4 to 3 centimes under spot. 
5 to 7 centimes over spot. 
10 to 15 marks over spot (nominal). 
I centesirao under to one over spot. 


The last operation which requires mention is that of 
arbitrage. Exchange "^arbitrage is similar to the corre- 
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spending operation in stock and shares. Tlie arbitrage 
dealer, or cambist, is an exchange dealer in country 
“ A ” .who buys or sells currency of country “ B ” in 
the foreign exchange market of country “ C ” in order 
immediately to sell it again at a profit in country “ A ” 
or “ B.” Suppose, for example, that Berlin has been 
making heavy payments for American wheat, and the 
New York Exchange has moved against Berlin to the 
extent that in Berlin the dollar is quoted at 510 marks. 
The Berlin-London rate is at tlie minute 2,200 marks 
to the pound ; the London-New A'ork rate is £1 ~~ 4-4 
dollars. A Berlin merchant expending 2,200 marks in 
purchasing dollars will secure $(2,200 510) — $4'03. 

But a Berlin exchange dealer buying sterling will for 
2,200 marks secure £ 1 , with which in London he can 
buy $4-44. That $4*4 he call immediately sell to the 
merchant in Berlin for 4-4 x 510 marks ~ 2,244 m^irks, 
thus making 44 marks profit. The Berlin dealer will 
carry out some such transaction as the following. He 
will wire his London correspondent to buy thirty 
thousand dollars at a price up to 500 marks per dollar. 
From the London correspondent’s point of view the 
deal is acceptable, for it outlines itself thus in his 
mind ; 

Selling $30,000 to Berlin at Mk. 500 per dollar 

produces in sterling, ~ £6,8i8‘i82 

Cost of buying $30,000 at 4-44 is = £6,756756 

4'44 

Balance, being profit - . - £61-426 

The London correspondent buys the dollars by 
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tel<’phone and wires the Berlin dealer, who immediately 
sells them. His calculations are as follows ; 

Selling $30,000 at 5x0 produces - Mk. 15,300,000 
Buying $30,000 at 500 costs - - - Mk- 15,000,000 


Balance, being profit - - Mk. 300,000 


Tlie transactions might be very much more compli- 
cated than this — a whole literature has grown up on 
this section of the subject alone ; but the above example 
illustrates — clearly, it is hoped — tlie principles of 
arbitrage.^ Speed is the essence of the operation ; 
simultaneously with the transaction of buying dollars in 
L<mdon, the Berlin dealer must sell the ec[uivalent 
quantity of dollars in Berlin. He dare not allow time 
to elapse because the rates are likely to fluctuate. Apart 
from any other causes making for fluctuations, other 
dealers will be doing the same as he. Exchange 
arbitrage thus consists of utilizing for proflt the different 
conditions temporarily obtained in otlua' markets, and 
is a levelling operation which is alw'aj^s tending to 
make conditions in the various markets uniform. 

In the case of a financial house which has branches 
in two centres, an arbitrage operation such as the above 
is easier to carry through, for in such a case the operation 
has to provide a profit margin for one party oirly. In 
the above example, if the London correspondent liad 
been the agent or the branch of the Berlin operator, the 
former could have carried through the transaction even 
if the dollar rate had meantime fallen lower than 4'44. 
He could have carried it through at any rate down to 
4-40 (2,200 -f- 500), for down to this rate he could have 

*'J'he actual profit margins which obtain are usually much 
smaller fhan those assumed in the above example. 
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bought the dollars and remitted them to Berlin at the 
stipulated price of Mk. 500 per dollar without suffering 
any Ipss, thus : 


Paid : Cost of $30,000 at 
30,000 


4-40 

-•== £6,818-182 


Received : Value of I30000 at Mk. 500 

== Mk. 15,000,000, worth at 3,300 



,000,000 

2,200 


£6,818-182 


Meantime, the principal’s margin in Berlin between 
500 and 510 would have remained intact. 

An operation similar in principle can be carried through 
in shares or bonds which have a market in more than one 
country. When exchange rates are stable, the price of, 
say. Royal Dutch shares in Amsterdam will be a sum 
in florins, whicli, when converted into sterling at the 
current rate of exchange, will be equivalent to the price 
cpioted on the London Stock Exchange. When exchange 
rates move, the price of these shares will move with 
them, tending always to the establishment of a common 
price level in the centres on which they are quoted ; 
but on occasion the adjustment of share prices may lag 
a little behind the movement of exchange rates. Thus, 
following a rise in the London-Arnsterdam rate, which 
means a decline in the value of florins, it may happen 
that Royal Dutch .shares are cheaper in Amsterdam than 
in London, i.e. they can be bought in Amsterdam for a 
sum in florins, which, when converted into sterling at 
the now current rate, is fractionally less than the price 
quoted in London. In these circumstances, a dealer in 
either centre, or in another cent''e such as Paris, may be 
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able to snatch a profit by telegraphing a buying order 
for so many shares to Amsterdam and, as soon as he 
receives the reply wire advising that the purchase has 
been made, selling them in London. This operation 
would itself tend to raise the price in Amsterdam and to 
depress it in London, and so to establish a new price 
level common to both centres. 



CHAPTER VI 


DOCUMENTARY BILLS AND CREDITS 

Clean and documentary bills — ^Letter of hypothecation — D/A 
and D/P drafts — Bankers* advances against bills — Negotia- 
tion before acceptance — Documentary credits — Confirmed 
and unconilrmed credits — Bills for collection — Payable and 
interest clauses — Acceptance supra protest. 

I T has been explained in outline how foreign bills 
feed the foreign currency balances of the banks, and 
how the exchange trader opercites on those balances at 
rates which are fixed by the hictors ruling in the foreign 
exchange market. Before we proceed to analyse these 
factors/ it is best to complete our mental picture of the 
foreign exchange world by examining in detail some of 
the more important credit operations between bankers 
and merchants centreing round tlie foreign bilk This 
chapter is accordingly devoted to the detailed procedure 
for dealing with foreign biUs. 

The first distinction to make is that between clean 
and documentary bills. A documentary bill is a bill 
which has attached to it the shipping documents covering 
the goods in respect of W'hich the bill is drawn. A clean 
bill is a bill without such documents attached. The 
documents in question are : 

(a) Invoice, 

(b) Bill of lading. 

(c) Consular invoice. 

(d) Insurance policy or insurance certificate. 

(e) Letter of hypothecation, particular or general. 
Invoice, bill of lading, and consular invoice are straiglit- 
^ See Chapter VII. 

5 65 
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forward enough, but we must say a word about the letter 
of hypothecation and the insurance policy. A letter or 
certificate of hypothecation is an instrument in and by 
virtue of which the drawer of the draft makes legal 
acknowledgments which constitute any holder of the draft 
also the holder of the bill of lading and insurance certifi- 
cate as collateral security. What that means is this : 
the bank has the draft, it has the documents covering 
the goods, and it requires a further document to show 
that it has a legal right to the document covering the 
goods. A hypothecation certificate is that document. 
It gives a banker a good title to the documents which 
cover the goods. A hypothecation certificate may be 
particular or general. Where the transaction is an 
isolated one, the bank will have a form of letter of 
hypothecation applicable to that kind of draft, probably 
a printed form which the drawer of the draft wfiU sign 
and send along with the bill and documents. Where, 
however, the business is a regular, steady, and sound 
one, conducted by exporters well known to the bank, 
and the foreign importers also well known to the bank, 
then it is quite likely that the bank will be satisfied 
with a general letter of hypothecation, by which the 
drawer of the draft hypothecates to the bank all the 
documents attached to all his drafts which the bank 
discounts for him. In such a case, again, the bank will 
not require an insurance policy itself, but will accept in 
lieu thereof an insurance certificate, i.e. a certificate 
from a firm of insurance brokers to the effect that the 
goods in question have been insured. 

The next point in connexion with documentary drafts 
is the distinction between D/A and D/P drafts. A D/A 
draft means that the documents attached to the draft 
are to be surrendered on acceptance of the draft ; a D /P 
draft means that the documents are not to be surrendered 
until the draft is paid. The custom is for the drawers 
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of the bill, when sending it to their bank for negotiation, 
or for collection and remittance of the proceeds as the 
case may be, to cover it with a letter in w'hich they say 
that the documents attached to the draft are to be 
surrendered only on acceptance, or ottly on payment of 
the draft. Or, alternatively, in place of such a letter, 
they attach a slip to the draft embodying the same 
statement. Where nothing is stated it is always under- 
stood that a documentary draft is a D /P draft. From 
the point of view of the bank making the advances against 
the documentary draft, clearly the D /P bill is the safer. 
It is conceivable that the drawees might accept a D/A 
draft, get the documents, and then dishonour the bill. 
In the case of a D /P draft, they cannot get the documents 
until they have paid the bill. However, as w'c shall see, 
both kinds of drafts are suitable on occasion for the bank 
to advance money again.st, while on occasion neither may 
be suitable. It all depends upon the circumstances of 
each particular case. There are some markets, South 
American chiefly, w'here business is nearly always 
done with D/A drafts, and in other markets it 
frequently happens that where the drawers are start- 
ing business with the draw'ees they will use D/P drafts 
for the first two or three shipments, and D/A drafts 
afterwards. 

We now come to the question of banks’ advances 
against drafts. A documentary draft may be negotiated 
either before or after acceptance. Here we need only 
repeat in outline the case taken earlier on, when we saw 
how foreign bills served as currency. ^ We took the case 
where a British firm was shipping goods to Sweden and 
drawdng on the Swedish consignees, whom we called 
Franssons. The drawers would draw, let us say, a sixty 
days’ sight draft D/A on Franssons ; and the draft might 
be dealt with in one of various ways. 

1 See Chapter IV. 
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(a) If the drawers have an agent in Stocldiolm, they 
would send the documentary draft to that agent, the 
agent would present the draft to Franssons, get it accepted 
by them, and hand over to Franssons the documents. 
Franssons could then get the goods while the agent might 
return the draft to the British exporter, who would then 
sell it either to his bank or to a I.ondon bill-broker, from 
either of whom the draft would find its way on to the 
London foreign exchange market. 

(h) If the British exjxjrter had no agent in Stockholm, 
but nevertheless did a good business in Sweden, which 
necessitated paying out as well as paying in in Sweden, 
he might very well keep a foreign cunency account at a 
bank in Sweden, let us say the Skandinaviska.Kreditak- 
tiebolaget in Stockholm. ^ In that case, he would send 
tlic draft to that bank, they would prcsent it to Franssons, 
get it accepted and handover the documents ; and having 
now the draft in the form of a clean biU, the bank might 
either hold it until the draft matured, then present it for 
payment and credit the British exporter's account at tliat 
date, or it might discount the bill at once and credit the 
Britisli. exporter’s account at once. 

(c) Again, in place of the agent returning the draft to 
the British exporter, he himself might have sold it to 
liis Swedish bank, say the Norcliska Handelsbanken, in 
Stockiiolm. In return he would receive this bank’s 
draft in kroner, drawn on another Stockholm bank, 
which he would send to the British exporter to be sold 
on the London Foreign Exchange market. 

These are the outlines of the various procedures which 
might be followed. They all have this in common : that 
the draft is not discounted until it has been accepted. 
In that sense the foreign bill on Franssons is just like an 
ordinary home trade bill of exchange. 

Now suppose that ipstcad of being a D/A draft it had 
been a.D/P draft. In that case Franssons would not 
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have been able to get the goods until they had not only 
accepted, but also paid the draft. It may be asked, 
What .good was the draft to them ? They w'ould be able 
to inspect the goods, and during the 6o days sell them, 
so that immediately they got the documents they could 
hand them straight over to the ultimate buyers. There 
is another possibility in regard to a D /P draft ; Fran.ssons 
might like to pay under a rebate ; in other words, they 
might not wait until the 6o days were up, but pay the 
draft before, and obtain a rebate of the proportionate 
amount of interest. It is of course possible that after 
Franssons had originally accepted the D/P draft and 
given it back to the bank, the bank might have detached 
the draft from tlie documents, and sold it clean. In that 
case Franssons could still have paid the draft under 
rebate of a proportionate amolmt of the interest, and the 
bank w^ould have given them the documents, together 
with a guarantee that when the holder of the draft 
presented it for payment the bank itself w'ould pay. 
Even a D/P draft can in that way become a clean bill. 

All these, cases are relatively simple. They all have 
the characteristic that there is no question of discounting 
until the draft is accepted. Now we come to a more 
complicated case, in which the money is advanced against 
the draft before it is accepted. It is quite evident that 
there must be some kind of arrangement whereby that 
can be done, because the procedure we have outlined, 
while useftil for Sweden and the nearer continental 
countries, would not be of very much use in regard to 
Eastern and Soiith American markets, and we find 
accordingly that there are ways w'hereby the banks can 
and do advance money against drafts before acceptance. 
To such an extent in fact is that the case, that there are 
markets and trades in which it is customary for the bank 
to advance money not only against D/P bills before 
acceptance, but also against D/a drafts before accept- 
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ance, and sometimes even without the original documents 
accompanying the drafts. It is customary, for instance, 
in certain lines of business in Brazil for the original bill 
of lading to be sent direct to the Brazilian importer by 
the British exporter, and the documentary draft has 
attached to it, in place of the original bill of lading, only 
a duplicate. That means that the importer in Brazil can 
get possession of the goods without even accepting the 
draft. Nevertheless, it is customary for one of the 
first-class foreign banks in London to advance to British 
exporters of the first class the face value of such D/A drafts. 
The whole fact of the matter is this : in dealing with the 
question of banks’ advances against documentary drafts, 
it is simply a question of deciding each case on its 
own merits. Inquiries have to be made regarding the 
customs of the particular 'trade in question, the class of 
business being done, and the financial standing and repute 
of the drawer and the drawee. When a bank has made 
an advance against a documentary draft before accept- 
ance, the procedure is for it to advise the drawer when 
the draft has been accepted, and again when it has been 
paid, at the .same time sending him a statement relating to 
the biU. The statement will run in some such form as this ; 

“ We beg to advise you that your remittance No. 
4672/5183 [firm’s number of draft and bank's own number] 
has been paid. As we advanced you the face value of 
this draft, we shall be obliged if you will refund us the 
amount undernoted. 

s. d. 


Commission, @ I per cent. - 64 

Foreign Bill Stamps _ _ _ 54 

Postage _____ 10 

Cables 26 


Days’ Interest, @ per cent, i ig 3 
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Sucli a statement is sent where the bank advanced the 
face value of the draft. Frequently, however, the bank 
advances a proportion of the face value, say 8o per cent., 
paying to the drawer the balance, less charges, only wlien 
advice of payment is received. The bank’s statement to 
the drawer then reads as follows : 

By Proceeds of your Draft No - ;^ii8 ii i 

Less — Commission, @ per s. d. 

cent. - - - - 6 4 

Foreign Bill Stamps "5 4 

Postage - - - -10 

. 12 8 

II7 i8 5 

To amount advances against 

above bill - - - 95 o o 

Interest days, @ per 

cent. - - - - I 19 3 

96 19 3 

Balance in cheque herewith £20 19 2 

The rates of interest charged on advances against bills 
vary in accordance with the movement of rates gener ally 
in the money market.^ 

The inquiries which a bank will make when asked 
to advance money against a documentary bill vary 
with each particular case. If, for example, a bank is 
approached by, let us say, an English export firm of 
small proportions and little standing, the bank will 
probably want to know a good deal about the business 
^ See Chapter X. 
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to which tlie draft relates. The firm asking for the 
advance may be asked to produce the order from the 
foreign importer and the invoice from the English manu- 
facturer from whom it obtained tlie goods. The bank 
will also want to know whether tlie foreign importer is 
a firm of good standing, not likely to refuse to take up 
the goods, and if the English manufacturer is also a firm 
of good standing, whose goods can be relied upon. If 
all these conditions are fulfilled, then the bank will 
probably make an advance of perhaps 8o per cent, of 
the value. If these conditions are not complied witli, 
tliey will not. 

Another case of a bill being negotiated before accept- 
ance occurs where an accepting house has agreed to accept 
bills drawn upon itself up^to a certain amount. If, for 
example, a Brazilian exporter of coffee could go to his 
bank, and produce a letter from one of the big merchant 
bankers in London, agreeing to accept bills drawn 
on tliemsdves at so many days date, up to a certain 
amount, accompanied by shipping documents covering 
a certain shipment, in that case the bank at Rio de 
Janeiro would have no hesitation in making an advance 
to the face value of tlie bill, simply because it knows the 
status of the London accepting house. 

The next subject to be dealt with in connexion with 
documentary drafts is that of documentary credits. 
Documentary credits serve as a means of financing 
foreign business in cases where otheivrtse tlie possibility 
of negotiating drafts before acceptance w'ould not exist. 
In the case of a documentary credit, there are four 
parties to take into consideration : the buyer, the buyer’s 
bank, the seller, and a bank in the seller’s country. 
As.sume the buyer to be a London merchant, the seller a 
New York exporter. The buyer’s London bank is " A ” 
and the seller’s bank in New York is “ B.” The terms 
of sale of the goods require the opening of a credit with 
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" B ” available against shipping documents. The pro- 
cedure in very broad outline is this ; the buyer instructs 
“ A ”-to open a credit with “ B ” in favour of the sellers 
to cover the shipment of the goods in question. “ A ” 
communicates wth “ B ” by mail or telegram, and “ B ” 
notifies the sellers that a credit has been opened with 
“ B ” to finance the shipment of the goods specified in 
the advice. The principle is that " A,” having charge 
of the buyer’s account and being therefore in a position 
to debit that account, is able without risk to itself to 
authorize “ B ” to make payments ; " B ” is willing to 
act on the authorization of another bank ; while the sellej' 
is willing to ship on learning from ” B,” his own bank, 
that “B’.’ will make payment against the shipping 
documents. The actual manner in which " B ” will make 
payment varies according to ‘the terms of the credit as 
transmitted by “ A ” from the buyer, (i) " B ” may 
pay cash over the counter in exchange for the shipping 
documents either unaccompanied by any draft, or (2) 
accompanied by a sight draft on “ B,” or (3) " B ” may, 
in exchange for the shipping documents, accept, say, a 90 
days’ sight draft drawn by the seller on “ B.” Or again (4) 
" B ” may negotiate a sight or date draft on the buyer. 
Such a draft will be in dollars, for a seller who is in a 
strong enough position to demand the opening of a credit 
before he ships the^goodswill certainly insist on the terms 
of that credit enabling him to draw in his own currency. 

In all four cases “ B ” will debit " A’s ” account in its 
books with the amount expended as on the date of 
payment ; or alternatively if " A ” does not keep an 
account with “ B,” the latter will obtain a refund of its 
payments from the local bank which keeps “ A’s ” dollar 
balance in New York. “ B,” or the New York bank which 
keeps “ A's ” account, will advise “ A ” by cable of the 
dollar amount with which " A ” has been debited, and 
will confirm by mail. 
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In case (^), where the procedure has been by way of 
" B ” negotiating a dollar draft on the buyer, “ B ” will 
mail the draft to “ A ” and “ A ” will present it to the 
drawee, i.c. the buyer, for payment. It wall be paid by 
“ A ” debiting the buyer’s account in its books with the 
amount of sterling required, on the day of payment, to 
buy a sight draft on New York for the amount of dollars 
specified on the draft. The draft itself will contain a 
clause providing that the drawee shall also pay interest 
for the period from the date of the draft to the date of 
payment at the stated rate. The debiting of the buyer’s 
g,ccount in “ A’s ” books with this interest amount will 
compensate " A ” for the loss of interest in New York 
on the amount with which " A ” was debited by 
“ B.” 

In the other three case 5 , (i), (2), and (3), ’’ A ” will 
then debit the buyer’s account in its books, as on the date 
on which payment was made in New York, with the 
sterling equivalent of the dollars with which it has been 
debited in New' York. The question arises as to the rate 
of exchange applied. Theoretically, the rate sliould be 
that at which “ A ” has presumably had to replenish its 
dollar balance, i.e. the cable rate obtaining on the day 
when it received cable advice that the payment had been 
made. WTien we speak of the cable rate W'e mean, of 
course, the cable rate quoted in the London exchange 
market adjusted by the bank’s exchange trader in the 
manner already described.* But in actual fact “ A ” 
will have the option of two rates : first the one mentioned, 
and second the earlier rate obtaining on the day when 
the buyer gave instructions for the credit to be opened. 
" A ” will almost certainly choose the rate less favourable 
to sterling, i.e. the rate at W'hich the given quantity 
of dollars paid out by " B ” means a greater amount of 
sterling ; and will debit the buyer with the greater 
* See Chapter V. 
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amount, irrespective of the rate at which it has in fact 
replenished its New York balance. The margin between 
the rates which it has applied to the buyer and that 
at which it actually covered its sale of dollars to him 
represents a profit on exchange to the bank over and 
above the normal margin on the rates charged to its 
customers. 

A point arises in regard to the words " shipping 
documents ” specified in the advice opening the credit. 
The documents required are of course the invoice, bill of 
lading, constilar invoice, hypothecation certificate, and 
insurance policy. But the question may be important 
as to whether a policy is actually required or whether an 
insurance certificate, which in commei'cial usage is more 
or less equivalent to an insurance poliejq will do ? In 
practice some banks will accep't what is commonly known 
as an insurance certificate in place of an insurance policy. 
An insurance certilicate is really an insurance broker's 
contract note to produce the policy. Another form of 
insurance certificate consists of a certificate from the 
shippers of the goods to the effect that the goods have 
been insured under a floating policy. Still another form 
of insurance certificate is common in the United States, 
consisting of a certificate signed by the holder of the 
floating policy and countersigned by the insurance 
company which iSsued the floating policy. Now the 
isssue is, will any one of those documents serve in place 
of an imsurance pohey, given that the terms on which the 
bank is authorized to negotiate the bills require that the 
bills be accompanied by shipping documents including 
insurance policy ? The actual procedure followed by 
banks varies. Some banks insist upon the production 
of the full insurance policy, and thereby succeed in 
creating considerable difficulty in the export trade, and 
in making merchants wait for their money. Other banks 
will accept an insurance certificate in the first sepse, i.e. 
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a broker’s contract note to produce the jwlicy. That, 
however, makes the bank itself liable in respect of any 
claim which may be made by the drawee of the draft by 
reason of the fact that the insurance policy has not 
accompanied the draft. A ruling to that effect has been 
laid down in a number of cases, ^ and legally it is quite 
certain that where an insurance policy is specified, an 
ins\!rance certificate will not suffice. Nothing will suffice 
except the policy. However, there is an easy way out 
of the difficulty created by the conflict of legal rule and 
commercial practice ; any bank will be safe in accepting 
.a certificate where a policy is stipulated for provided that 
in addition to the certificate it gets also from the importer 
a letter of indemnity. A letter of indemnity is a letter 
signed l>y the exporter, and countersigned by the exporter’s 
ow'n bank, to the effect that the exporter agrees to hold 
the bank advancing the money indemnified against any 
claims that may be made against it by reason of the fact 
that it has accepted the insurance certificate in place of 
the insurance policy. 

A letter of indemnity will also be obtained by a banker 
W'ho pays out of a credit which stipulates for clean bills 
of lading, whereas the actual bills of lading are marked 
" a few bags torn.” 

A documentary credit such as we are discussing may 
be either confirmetl or unconfirmed. The difference 
between the two is that in the case of the unconfirmed 
credit “ B ” does not guarantee, as principal, that the 
draft drawn under the terms of the credit will be duly 
honoured. The implication and the difference are best 
illustrated by comparing the two forms of letter sent out 
by a well-known bank advising sellers of the opening of 

1 Livingstone v. Ifeland (1872) is the leading. (House of Lords) 
case, with which Wilson Holgate v. Belgian Grain <S> Produce Co. 
(1919) and Diamond Alkali Export Corporation, Ltd. v. H. Bour- 
geois (1922) are in line. 
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a confirmed and unconfirmed credit respectively. The 
two letters are in exactly the same form with the excep- 
tion of- the last sentence. In the case of the confirmed 
credit the last sentence reads : 

“ We undertake that all drafts drawn in conformity 
with the terms of this ciedit will meet with due honour on 
presentation, provided they are marked as being so 
drawn.” 

In the case of the unconfirmed credit the last sentence 
reads ; 


“We have no authority from our clients to confirm this 
credit or to guarantee the acceptance or payment of 
drafts drawn thereagainst. “The credit is therefore 
subject to cancellation without notice, and the above 
particulars are for your guidance only.” 

From the point of view of the seller, therefore, the differ- 
ence between the two forms of credit amounts practically 
to this : that the confirmed credit is irrevocable, whereas 
the unconfirmed can be revoked at any time by 
instructions. That difference appears clearly from two 
letters sent out by another bank relating to a confirmed 
and an unconfirmed credit ; 

'' Confirmed Credit No. . Kindly note under 

instructions by telegram we have been requested by 

[a foreign bank] to open a confirmed credit in 

your favour on account of [the foreign client] for 

£ available by your drafts on us at sight against the 

following documents ; 

” Invoice i.ssued in the name of 

” Bills of Lading, full set, issued to order and endorsed 
in blank. * 
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“ Insurance policy, marine and war, covering particular 
average evidencing shipment of the goods. 

" Shipment to be effected on or before per S.S. 

from to . Drafts drawn under this 

credit must be presented to us on or before 28th February, 
1922 All drafts must bear the number and reference 
mentioned above, and we undertake to honour such 
drafts on presentation provided they are drawn and 
presented in conformity with the terms of this credit.” 

“ Unconfirmed Credit No. . We beg to inform you 

.that a credit has been open with us in your favour by 

order and for account of [the foreign clients] to 

the extent of £ available at sight against delivery of 

the following documents : 

” Invoice. 

” Bills of Lading, full set relative to shipment of goods. 
As we have no autiiority to confirm this credit to jmu, we 
are merely passing on tins advice on the understanding 
that it is not intended to convey any engagement 
on the part of this bank nor any responsibility for the 
use you may make of this communication, as our 
clients' instructions may be withdrawn at any time.” 

It is evident that from the point of view of the merchant 
the difference between a confirmed and an unconfirmed 
credit is that the former is irrevocable and the latter can 
be revoked. From the point of view of the banker the 
difference is that in the case of the confirmed credit 
the banker does, and in the case of the unconfirmed 
credit the banker does not, himself guarantee as principal 
to the seller that the seller’s draft drawn in accordance 
with that credit will be met. 

Unfortunately we are compelled to leave there the 
question of confirmed and unconfirmed credits. 15eyond 
that point the law is vague. Most parts of the banking 
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law are reasonably clear. Bankers are fortimate in that 
the banking law has been codified in the Bills of Exchange 
Act, but this subject of confirmed and unconfirincd credits 
has not been fully elucidated, and what the rights and 
liabilities of the various parties to credits are, in the 
event of one or other of them not fulfilling their obliga- 
tions, has not yet been settled authoritatively in the 
courts. It has not yet been made certain what the 
position of a banker wanild be who paid out money under 
an unconfirmed credit which was revoked after he had 
paid the money out in ignorance of revocation. 

On the general subject of credits it may be added that 
the liability which the banker incurs in opening a credit 
is identical with the liability he incurs in making advances,^ 
and a corresponding amount of care is therefore necessary. 
Thus in regard to shipping documents it will have been 
observed in one of the letters quoted that the bills of 
lading are to be made out to order, and endorsed in 
blank : this is in order ihat the banker can if necessary 
get control of the goods. There is also this further 
safeguard employed in some cases : wlu're the l)ank " A ” 
is asked to open a credit for its client.s, it inquires of those 
clients as to whether they themselves have sold the 
goods ; if they have the bank may strengthen its own 
position by requiring the final purchasers themselves to 
open a credit through their own bank. That credit will 
of course be at least equal in amount to, if not greater 
than, the amount of the credit which bank “ A ” has 
itself opened. The second credit is known as a counter- 
credit, and the operation relating to the opening of these 
two credits, the seco'nd of which balances and safeguards 
the first, is technically known as “ marrying credits.”® 

^ See article on “ The Financing of Foreign Trade ” in the 
“ Banker's Magazine ” of December, 1919. 

“ For a full de,scriptioii of this procedure, see article cited in 
foregoing footnote. 
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By that procedure the banker “ A ” who is first asked to 
open a credit has security afforded not only by his own 
client, but also b}'’ the second purchaser and the latter’s 
bank. 

Documentary credit business has increased considerably 
since the war. It affords a means of doing business 
suitable to the decline in business confidence which has 
been a natural result of the war. It is likely that this 
growth in the documentary credit business wall continue ; 
first because there are at present no signs, and no reason 
why there should be signs, of a restoration of business 
confidence to the extent to which it existed before the 
W’ar ; and secondly because this documentary credit 
business corresponds to the naturfd specialization of 
functions. Bankers are the specialized dealers of the 
financial world in credit ‘ and finance, and this docu- 
mentary credit business means in effect the putting of 
the finance and credit side of business transactions 
in their hands. In other words, it is the banker’s 
business to know to what extent credit can safely be 
given. 

A few isolated points remain to be considered in 
connexion with foreign bills. The first is that of bills for 
Collection. A bill sent for collection may of course be 
either D/A or D/P, either sight or date. As contrasted 
with the bill which is negotiated or against which an 
advance is made, a bill for collection is accepted for 
collection only, and the drawer’s account is credited only 
when the bill is advised by the collecting bank on the 
other side as liaving been paid. This raises the question ; 
How are foreign bills paid ? Tlie ‘question of course 
relates only to bills drawn in sterling on a foreign centre. 
Obviously where a bill is drawn by an English firm on 
a Sw'edish one in Stockholm in kroner, then clearly it 
will be paid in kroner. What w^e have to consider is the 
case of a bill drawn by an English firm on a Swedish firm 
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in sterling. The Swedish drawee can of course onij' pay- 
in kroner. The question is at what rate he is to pay 
kroner for the sterling specified on the bill. The rule is, 
subject to the bill not being claused in any particular 
way, and subject to their not being any overriding trade 
custom, that the rate of exchange for a bill in sterling on 
a foreign centre is the rate ruling in that centre for siglit 
drafts on London on the day of maturity of the bill. In 
the case named, the Swedish drawee will have to hand 
over to the collecting bank in Stockholm such an amount 
of kroner as wiU, on the date of maturity of the bill, 
purchase a sight draft on London to the face value of the 
bill. Supposing for example the bill is for £20, and there 
is no intere.^t clause in it, and the rate for sight drafts on 
London on the day of maturity is 18 kr. — £ j , then the 
amount of kroner the drawee will have to pay is 18 x 20 
=360 kr. The collecting bank in Stockholm will of course 
advise the collecting bank in London which sent it the 
bill for collection that the bill has been paid, and will 
send them a statement showing so many kroner to their 
credit, being the quantity of kroner paid by the drawee 
less collecting charges and commission. The London 
bank which received the bill from the drawer for collection 
will on receipt of that statement advise the drawer that 
the bill has been paid and that his account has been 
credited with the face value of the bill less collecting 
charges and commission charged by the home collecting 
bank. It may be of course that the drawer is in the habit 
of drawing a number of drafts on Sweden, and that he 
has payments to make in Sweden ; in that case he will 
very likely find it to his advantage to keep a foreign 
curreircy account at a Swedish bank, and in that case he 
will send his bills for collection not through his own bank 
here, but direct to his Swedish bank, thus saving himself 
the commission to the English bank, which he would 
otherwise have to pay. 

6 
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To avoid any doubt arising, a "'payable'' clause is 
generally inserted in a bill reading, “ Payable at the rate 
for demand drafts on London." Frequently it is* a little 
more precise : " Payable at the drawing rate for the 
bank’s demand drafts on London." An example of such 
a bill is the following : 

“ At sixty days' sight pay this first of Exchange 

(second and third being unpaid) to the order of 

Bank the sum of £ with interest added hereto at 

6 per cent, per annum from date hereof to approximate 
due date of arrival of remittance in London. 

" Payable at the current drawing rate for the 

Bank’s draft at sight on London . 

" Value received," etc. etc. 

That is a slight^ more precise clause than that previously 
employed, and means ]>ayable at the rate at wdiich the 
collecting bank’s branch in the place on wliich the bill is 
draw'll can draw^ on their London correspondents. The 
reason for naming the bank is simply that tliere may be 
twm or three slightly different rates for demand drafts on 
London according to the quality of the drafts, and for 
that reason, in order to avoid any possibility of argument 
on the other side, the name of the bank is inser1;eci. The 
rate at wLich the bank named can draw on their I.ondon 
correspondents w'ill vary in accordance with the general 
fluctuations of exchange rates between the foreign centre 
in question and London. 

If in a foreign centre there is ^ a particular custom 
governing the payments of drafts in sterling, then the 
bill will be claused in accordance with that custom. 
In Brazil, for example, it is the custom to pay, not by 
sight drafts on London, but by 90 days’ sight drafts on 
London, and bills 'to Brazil are customarily claused 
accordingly : " Payable at the current drawing rate for 
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90 days' sight drafts on London.” Similarly in the 
Argentine, where there are two currencies in existence, 
the gold peso and the paper peso, bills are frequently 
claused ; ” Payable in gold currencj'' at the current 

drawing rate for sight drafts on I.ondon.” Where there 
is a particular custom in the market on which the bill is 
drawn, it is most desirable that the bill should be claused 
in accordance with it, otherwise it is extremely likely 
there will be trouble at the other end. If for example 
a drawee in Brazil, when he pays sterling drafts on himself, 
customarily docs it by handing over to the bank the 
number of milreis which will purcliase a go days’ sight 
draft on London, and on one occasion he is told to hand 
over the larger number of milreis that are required to 
purchase a sight draft on London, he will probably 
refuse. Again, a bill may bevlaused “ Exchange as per 
Endorsement,” which means that the rate of payment 
is to be the rate endorsed on the bill. Formerly it was 
the custom for the collecting bank to endorse the rate ; 
latterly, however, differences have occurred between the 
drawee and the collecting bank at the other end, and in 
consequence banks sometimes now insist on the seller of 
the l)ill himself endorsing the rate, so that in case of 
dispute the drawee and drawer can settle it between 
themselves. 

Where an advance has been made by a banker against 
a bill which is paid by means of a 90 days’ sight draft, 
the interest of which the banker claims the refund, or 
which he deducts from his advance, as the case may 
be, is charged for the whole period from the date 
of his advance to the date, not of the arrival of 
the 90 days’ sight draft, but of the maturity of 
that draft. 

It may happen in the case of a sterling bill drawn on 
Stockliolm that the Swedish drawee happens to have at 
his disposal a certain quantity of sterling, and he may 
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prefer to pay the bill by means of a sterling cheque for 
its face value rather than pay kroner. That procedure 
might be advantageous to him if he had bought the 
sterling a little time before, and by the time the bill 
became due kroner had gone up in value. He preferred 
to use his sterling rather than pay kroner. There would 
be no reason why the drawer of the bill should not accept 
the dravee’s proposal, for all he desii'es is to get the face 
value of the bill, but the collecting bank must first get 
the assent of the drawer to the proposition. Once a 
bank has been handed over a bill for collection, it is not 
authorized to vary its terms in any way whatever, and 
since the bill is claused “ Payable at the drawing rate for 
demand drafts on London,” it had to be paid in that way, 
unless the assent of the drawxr was obtained to vary 
those terms. 

Two sources of difficulty have arisen in recent years in 
regard to the collection of foreign bills which did not 
exist before the war. The first has arisen in some conti- 
nental countries by reason of the idea, widespread among 
modern governments, that they are .superior to the laws 
of economics. The government has endeavoured by law 
to alter the rates at which payment was made in respect 
of bills drawn in sterling, to the advantage of their own 
nationals. Such attempts have been made in Belgium 
and Portugal. The rule, as we have stated, is that a 
bill in sterling had to be paid by that amount of foreign 
currency which would purchase a draft at sight on London 
for the full face value of the bill. In Belgium a law was 
passed to the effect that foreign bills could be paid cither 
in Belgium francs or in the foreign currency in question, 
at the option of the drawee. In Portugal an attempt was 
made to evade the rule by decreeing that foreign bills 
w'ere to be paid at a rate fixed by the Government from 
time to time. Supposing for example that the market 
rate on any given day was 50 escudos to the }X)und ; 
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the Government might fix the rate at 45 ; clearly 45 
escudos would purchase less sterling than 50, so that the 
Portuguese drawee paid less than he should have done, 
and the English drawer received less for his bill than he 
should have done. One is glad to say that both these 
attempts failed. A number of protests were made, 
which in the case of Belgium were effective. In 
the case of Portugal, shipments simply ceased until tlie 
Government was forced to rescind the decree. The 
second difficulty arises out of more general causes and 
is not avoidalde.*^ Supposing a bill is received by the 
Swi.ss banking correspondent of a London bank to wliom 
the bill has been sent by the British drawer for collection. 
It reaches the Swiss bank at ii o'clock ; the bank sends 
it out for payment immediately, having of course noted 
on it the quantity of Swiss francs reciuired to purchase a 
sight draft on London for the face value of the bill. The 
drawee, who is somewhere in the country, pays that 
number of francs, but by the time the francs reach the 
Swiss collecting bank the rate has altered, and gone 
against Sw'itzerland, and the number of francs will no 
longer purchase a sight draft on London for the face value 
of the bill, but will only purcha.se a draft for ratlrer less 
than that amount. The collecting bank has done its 
duty by sending the bill out immediately it received it, 
and the drawee has paid the amount of francs for which 
he was asked, and which at the time he paid them would 
have purchased a sight draft on London. The drawer, 
however, gets less than the full face value of the bill, 
owing to the fact that between 11 o’clock and 3 o’clock 
there has been a fluctuation in the exchange rates, over 
which none of the parties concerned had any con- 
trol. Had the fluctuation been in the other direction, 
the collecting bank would probably have pocketed the 

^ See the “Banker’s Magazine” of November, 1919, on 
"Foreign Collections' Difficulties." 
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difference ; but as it is, the drawer has to stand the 
loss. 

That is more likely to happen on the Continent than 
here, because in many parts communications are worse 
there, and also because, on the Continent, with the 
exception of Germany, they tend to take things more 
easily than we do here. Business customs being what 
they are, it would probably be unreasonable to expect 
the amount of celerity in collecting drafts which the 
business man expects from bankers in this country. 

The next question is that of interest. Whether or 
not interest is added to the sum which the drawee has 
to pay will depend upon whether the bill does or does not 
contain an interest clause. If it does not, then interest 
will not come into the question. It may be' that the 
drawer has added interest when making up the face value 
of the bill, or it may be that for business reasons he does 
not propose to charge interest. If interest is to be added 
to the face value of the bill, it must be claused accordingly. 

The clause will be in this form ; “ Pay tire sum 

of C- with interest added hereto at per cent, per 

annum from date hereof to the approximate due date 
of arrival of remittance in London.” The collecting bank 
on the other side will calculate the approximate date of 
the arrival of its remittance in London, and will calculate 
interest for the period between date of the bill and the 
date of arrival of remittance in London at the rate stated 
on the biU. This amount of interest will be added to the 
quantity of currency which the drawee has to pay to 
the collecting bank on the other side. At what figure 
the drawer originally fixes the rate will vary in accordance 
with (a) general interest rates, and (b) the custom of the 
particular centre on which the bill is drawm. 

The last matter to be mentioned is that' a bill may be 
dishono\ired either by non-acceptance or by non-payment. 
When a bill is dishonoured, the holder must give notice 
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of dishonour to all the parties to the bill whom he intends 
to hold liable on it, e.g. the drawer and previous endorsers. 
In the case of a foreign bill, the bill must also be noted 
and protested, before a notary. The holder can then, 
if necessary, sue any of these parties to enforce their 
liability. Sometimes a party is named in a bill to wliom 
it may be presented in the event of dishonour ; stich 
party is called the “ Reference in case of need ” or the 
" Case of need.” When the drawee cannot be found, or 
refuses to accept, or is legally debarred from accepting 
— e.g. an infant — another person may with the holder's 
consent intervene and accept ; but in .this case the bill 
must first be protested. Such an acceptance is known as 
” acceptance for honour ” or " acceptance supra protest.” 
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THE BALANCE OF TRADE 


Causes of iluctiiations in exdiange rates — Political events — 
Speculation — Balance of indebtedness — Invisible exports — 
Interest on capital invested abroad — -Travel-Balance of 
trade — Effect on exchange rates — Effect of fluctuations in 
exchange ratC'S on balance of trade — Does a depreciated 
exchange benefit the export trade ? — Summary of con- 
clusions* 

W E can now examine the various factors which 
cause the fluctuations in rates of exdiange. 
These factors are the same in kind to-day as 
they were before the war, although very different in 
degree. They may be grouped under six headings, as 
follows : 

(i) Balance of indebtedness. 

(2) Rates of interest. 

(3) Political events or rumours with financial reactions. 

(4) Speculation, 

(5) Loans and credits. 

(6) Inflation of currency and credit. 

So far as No. 3 is concerned, very little need be said. 
There have been plenty of examples. One may recall 
the fluctuations in the Anglo-American Exchange at 
the time the American Senate was discussing the Peace 
Treaty, and how the exchange went alternately up and 
down according as it was believed the Seiiate would or 
would not ratify the Treaty. There is a still more 
recent example in tlie case of Upper Silesia. One of 
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the greatest of the sudden collapses of the German 
mark began with a slump of loo to 200 points, on the 
arrival, in Berlin of the news that this country had 
agreed to the enforcement of the decision which took a 
large part of Upper Silesia from GeiTnany and gave 
it to Poland. The reason was that Silesia is an 
important mining and industrial area and its loss 
enormously diminished Germany’s wealth and pro- 
ductive ability. 

Again, so far as No. 4 is concerned, very little need 
be said. It is quite e\'idcnt that when the mark is 
declining, people wlio think it is going to decline still 
further will sell forward, i.c. if the mark is at 800, a 
man will .sell, and buy in when the exchange is at 1,100. 
The fact that he sells at 800 itself tends to bring the 
value of the mark down, and when he buys in at 1,100, 
the mere fact of his buying causes the mark to go 
up. 

The other factors need more detailed analysis. 

No. I, The balance of indebtedness, is made up of 
five sub-factors : 

(а) The balance of trade. 

(б) Invisible exports and imports, such as shipping 

and insunmee services, and 
(c) Banking and acceptance services. 

{d) Interest on capital invested abroad. 

(c) Payments arising out of social intercourse. 

(b) is simple. It is quite clear that if goods from the 
United States of America to the West Indies are caivied 
in a British ship, and payment for the freight is made 
in London, the effect will be to increase pro tanto the 
demand lor sterling on the part of the shippers, who will 
have to expend dollars to buy the sterling. 

(c) It is also 'quite clear w'hen the accepting house in 
London financed the shipment of tea from Canton to 
Milan, it took a commission for domg so, and the use of 



90 MODERN FOREIGN EXCHANGE 

these acceptance facilities has therefore increased the 
demand pro tanto for sterling. 

{d) Suppose a municipality in Brazil raises a loan in 
this country by offering bonds for subscription. In due 
course it comes to pay the interest on them. That 
interest has to be paid either in .sterling or in milreis. If 
in sterling, it means that the municipality has to go 
into the foreign exchange market and buy sterling, wliich 
means an increase in the demand for .sterling. If on the 
other hand the interest is to be paid in milreis, it means 
that when the bondholders here receive their dividends 
in milreis, they sell them, thus putting more milreis on 
the market; in other words, the milreis becomes cheaper. 
In the past, this country used to draw tribute from all 
over the world in this way, because in North "and South 
America, and in fact practically aU over the world, 
railways and large undertakings were to a large extent 
financed by British capital. This is no longer the case 
to the same extent, because during the war we were 
compelled to sell a large portion of our best securities in 
America in order to rai.se money there. 

(e) When an English honeymoon couple go to Italy, 
they have to buy lire to meet their expenses, and that 
causes the demand for lire, on the part of people who pay 
for it in sterling, to increase. Similarly, remittances from 
Irish and Italians in America to people at home cause a 
denrand for sterling or lire on the part of people who buy 
these currencies with dollars. 

(a) This is rather more complicated. The balance of 
trade can of cour.se always be gauged from the Board of 
Trade returns, which ^ve statistics of imports and 
exports. The complications arise because not merely 
does the balance of trade affect the exchanges, but 
the exchanges themselves have a countt;r-effect on the 
balance of trade. Both factors are working at the 
same time ; lx)th are causes, and both are effects. We 
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have to consider separately the effect of each on the 
other. 

The Effect of the Balance of Trade on Exchange Rates . — 
Clearly, as between country " A ” and country “ B,” 
an excess of imports over exports in the case of “ A '' 
means that “ A ” will have to accept more bills than it 
draws ; therefore, other things being equal, bills on 
"A” will be more plentiful than bills on “B," and 
therefore the price, for bills on "A” will be cheaper 
than the price for bills on “ B.” We know that the 
rate on which bankers issue their foreign drafts is 
determined by the price at which they can buy bills 
on tlie country in question, and therefore they will 
issue drafts on " A ” at a cheaper price than bills on 
“ B.” That simpty means that “ A’s ” rate of exchange 
will be unfavourable as compared with “ B.” 

In the reverse case, w'herc exports exceed the imports, 
the same reasoning applies in the reverse direction. In 
this case, “ A’s ” rate of exchange will be favourable, 
and “ B’s ” unfavourable. 

Such is the reasoning, but these results will only be 
seen if otlier things have been equal all along, i.e. if the 
various other factors, (b), (c), (d), and (e), and (2), (3), (4), 
(3), and (6) have remained unchanged. If for example 
a country’s export trade increased enormousl5^ but at 
the same time it depreciated its currency very heavily 
by the issue of paper money, the rates would not go in 
its favour. ‘ All our reasoning is based on the assumption 
that other things remain equal. 

When we come to consider the counter-effect of the rates 
of exchange on the balance of trade, the reasoning is more 
difficult, for the reason that we have to deal with both 
the immediate and the secondary effect. 

The Immedicde Effect. — T^.ks. the case where the rate 

^ See the example of Belgium in 1920, quoted in Chapter XI, 
p. 142, 
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of exchange between A " and ‘‘ B moves in A's '' 
favour. That will mean that the price of A’s " currency 
in terms of “ B\s will go up in value : in other, words, 
that the i>riccs quoted by mercliants in country A " 
arc increased automatically to their buyers in ‘‘ B/' If 
the pound one day is worth 50 francs and the rate moves 
in favour of England, making the rate 51 francs, and 
tlic prices charged by merchants in England rt^main 
unchanged, the ITenchman will have to pay 51 francs for 
an article for which yesterday he was paying 50. The 
effect is evidently that English export trade will be 
restricted, because there are alwaj^s a number of people 
working on a margin. The buyer may be able to afford 
an article at 50 frames, but cannot do so at 51 francs ; 
in that case, he does not buy, simply becau'se the rate 
of exchange iias moved in England’s favour. Therefore 
tlie result of iho exciiange rates moving in a country's 
favour is to clieck the export trade of that country. 
Following the same line of reasoning conversely, if the 
rate of exchange goes against England, the effect will 
be to cheapen Englisli prices to Frenchmen and thereby 
to increase England's export trade. 

So far we liave been dealing with immediate effects 
only. They liave led us to the conclusion that an appreci- 
ating exchange is a hindrance to the export trade, and 
a depreciating exchange an advantage to the export 
trade. And such effects have occurred in actual fact in 
the case of Germany, where a constantly depreciating 
exciiange has in fact provided an artilicial stimulus to 
the export trade. 

But evidently these effects are not the only or the 
ultimate ones. If a depreciating exchange increases a 
country's export trade, then clearly tlic countries with the 
biggest exports should be Russia, Poland, and Austria. 
If, again, Germany has been deliberately depressing the 
exchange in order to pull up her export trade, as some 
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newspapers are never tired of repeating, it is extra- 
ordinary that this method of competition never occurred 
to her. or to anyone else before 1914 ; and still more 
extraonhnary that neither we nor any other industrial 
nations have followed her example. There have been 
constant attempts by the Gennan Government and by 
German financiers to get loans to restore the excliange. 
Apparently, in spite of the artificial stimulus given to 
the exjxirt trade, no one either in England, in the U.S., 
or on the Continent really believes that lasting benefit 
is conferred on a country by a depreciating exchange. 
The explanation of this apparent contradiction is found 
in the secondary effects of a depreciating exchange. 

The Secondary Effect . — A depreciating exchange means 
that while' exports are made cheaper imports are made 
dearer. In the case of a manufacturing countiy, the 
imports consist chiefly of food and raw materials. A 
depreciating exchange means an increase in the price 
of food and raw materials, and therefore an increase in 
the cost of production. Whether it raises the cost of 
production to the same extent as the depreciation that 
has occurred will depend upon a number of things. If 
tlicre is a depreciation of 25 per cent, in the exchange, 
it does not necessarily mean that the costs of production 
will go up 25 per cent. They will go up less or mr>re 
according to the proportion of food and raw materials 
importecl, and the extent to which' salary- and wage- 
earners are able to force up their remuneration to meet 
increa.sing prices. What is certain is that the cost of 
production will go up. The process is somewhat as 
follows. When the exchange first depreciates it is a 
benefit to manufacturers. They are able to raise prices 
in terms of their own cuirency to the extent to which the 
exchange has ‘depreciated without making them dearer 
to the foreigner. At these new prices they can seU stocks 
manufactured under the old lower costs of production 
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and pocket the difference. The advantage continues so 
long as their old stocks last. New goods have to be 
m.mufactiired out of such stocks of raw material .bought 
at the old prices as remain, and when these are exhausted, 
out of new stocks bought at the higher prices due to the 
depreciated exchange. Wages meantime are rising, but 
in general more slowly than prices, and salaries more 
slowly tlian wages. Complications are introduced by the 
questions as to how quickly raw materials and food 
produced iu the country itself rise in price, and how far rail 
freights lag Ijeluiid. But broadly speaking the following 
would s(X:;ra to be true. So long as the old stocks of raw 
materials last, the depreciated exchange still puts a margin 
into the pockets of manufacturers. Even when they 
have become exhausted, wages and salaries 'will in all 
probability not have risen in the same proportion as 
prices. To the extent that they will fall short, the 
advantage to the manufacturer remains, though it may 
be offset by the friction and strikes to which tlie readjust- 
ment of wages is likely to give rise. Ultimately, assuming 
the depreciation of the exchange to have stopped, a 
new equilibrium of prices and wages is reached, and 
the depnxiated exchange ceases to be of benefit to the 
manufacturer. 

It is well to be clear on this point, that the benefit to 
the industrialists is mainly obtained, not necessarily by 
their own desire, out of tiie pockets of the wage-earners, 
salary-earners, and fixed income-receiving classes of their 
own country. The incomes of the first rise relatively 
slowly, those of the second still more slowly, and those 
of the tliird not at all. Export prices rise immediately 
the exchange depreciates, and home prices follow them. 
Export prices do not necessarily rise to the same extent as 
the e.xchange has depreciated — ^if they did, the deprecia- 
tion would not be a stimulus to the export trade. Home 
prices, again, do not Uecessarily rise to tlie same extent 



THE BALANCE OF TRADE 95 

as export piices ; the limitation of the home buying 
power and governmental regulation, etc., tend to keep 
them I6wer. ^ It remains true, however, that the benefit 
to the export trade conferred by a depreciating exchange is 
attained mainly at the cost of the middle and working 
classes.* These arc the people who pay the artificial 
premium put on the German export trade by the decline 
of the mark. 

It may be added that a jwrtion of the premium is paid 
by speculators wlio have bought marks ; but as against 
this are other speculators who liave sold marks forward. 

Subject to these considerations, a depreciating oxliange 
is an advantage to the exjxirt trade, but it is a lasting 
advantage only so long as it continues to depreciate. In 
other words, the benefit is that, not of a depreciated 
exchange, but of a depreciatihg exchange.® 

But the examples of Poland, Austria, and Rus.sia show 
that a constantl}'^ depreciating exchange ceases at some 
point to be a benefit even to the export trade. At what 
point it seems impossible to say theoretically ; certainly 
the point varies in the case of different countries, accord- 
ing, inter alia, to the degree to which it is industrial, to 
the strength of its organized workers, to the extent 
to which it is self-sufficing in regard to food and raw 
materials. The history of Germany in the near future 
may throw light on this question. Evidently wha.t 
happens is something of this sort ; A state of things is 
reached where the wage-earners of a country get 
thoroughly discontented, because they have continually 
increasing wages which mean nothing, on account of the 

* See Chapter XII as to the gap between home and export 
prices, especially p. 155. 

* For a comparison of the rises of (a) prices, (b) wages, and 
(c) salaries, in Germany, concurrently with the decline in value 
of tlie mark, see p. 165, footnote. 

* Mr. F. W. Hirst, in “ Commou Seyse," appears to have been 
the first to draw the distinction clearly in this form. . 
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increased prices. Neither they nor still less the salaried 
classes can keep up with the increased cost of living. 
The purchasing power of the other section of the middle 
classes (those who live on fixed incomes) has long since 
disappeared. The result is that with the rising prices 
the home purchasing power collapses. Foreign markets 
become satiated with cheap goods, or keep them out 
by tariffs and proliibitions. The depreciating exchange 
meantime has so increased the cost of manufactured 
articles that to replace wxjrn out or obsolete machinery, 
and to carry stocks, requires such enormous capital that 
business enterprise is discouraged. The increase in the 
prices of manufactured goods, among other effects, causes 
the point to be approached where farmers will no longer 
find it worth while to produce a surplus above’ their own 
requirements, the more so as food prices wall probably 
have been kept artificially low for the sake of the town 
workers. The only remedy is a State subsidy. The 
finances of the State become hopeless, for taxes fixed at 
the old currency values will not meet the expenditure 
determined by the new. As a result of all these con- 
ditions, and in turn intensifying them, discontent 
and loss of confidence grow to an extent which imperils 
the fabric of the State and of society it.self. The rest is 
politics. 

To sum up these conclusions : 

(i) The following generalizations are subject to the 
disturbing influence of tariffs, import and export pro- 
hibitions and restrictions, subsidies, etc. 

{2) A depreciated exchange exercises its full benefit 
on the export trade only so long as stocks of manufactured 
goods last. 

(3) The benefit is obtained by industrialists and 
merchants at the expense mainly of wage- and salary- 
earners and peojde with fixed incomes in their own 
country.. ‘ 
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(4) In this sense it remains beneficial, though to a less 
degree, so long as stocks of raw material last. 

(5) After these two kinds of stocks are exhausted, it 
is only beneficial until wages and salaries have risen iir 
proportion to prices. 

(6) When a new equilibrium of wages, salaries, and 
prices has been set up, the benefit disappears entirely, 
except in so far as real wages and salaries may have been 
permanently lowered, unless the exchange continues to 
depreciate. 

(7) The foregoing benefits are liable to be offset by (a) 
the industrial friction, (6) financial difficulties, (c) the 
social and political complications which a depreciating 
exchange brings in its train. 

(8) There is a point at which tlie factors mentioned 
under (7) are brought to such A pitch of strength by the 
exhaustion of internal, and the satiation of external, 
purchasing power, that even a depreciating exchange 
ceases to be a benefit to the export trade, but becomes 
dangerous to political, social, and economic stability. 

It may happen, tiowever, that the process of depreciat- 
ing ceases, by reason of the fact that tlie internal and 
external influences which have been adversely affecting 
the currency cease to be operative. What would happen 
in that case we shall S'ee later. ' 


‘ See page 182. 



CHAPTER VHl 

LOANS AND CREDITS 

Effect of international loans and credits on exchange rates — 
Example — Effect of raising a loan, of parang interest, of 
repa3anent — The '' pegging of the dollar rate during the 
war — How the American debt was created — The Stock 
market and the exchanges. 

W E next have to consider the fourth of the six 
factors which influence exchange rates : interna- 
tional loans and credits. Such loans and credits 
may be either private or public. It be for example 
that a merchant in Brazil seeks accommodation in London, 
or it may be that the Brazilian Government floats a loan 
in London. We may take a case wliich combines the 
features of both in order to show how it works : the 
case of a Brazilian municipality raising a loan in London 
through a London financial house. The loan may be 
made in one of three forms. In the first place it may be 
made through an issuing house, i.e. one of those houses 
which specialize in placing foreign bonds on the market. 
The house sells the bonds on behalf of the municipality, 
people here wiU subscribe for and receive the bonds, 
paying the issuing house sterling therefor, and the latter 
places the money to the credit of the municipality in a 
London joint-stock bank. Let us say the loan has been 
raised in order to build a local tramway. The contract 
for rolling stock, rails, overhead, etc., is placed by the 
municipality with a vcell-known British firm. When the 
goods clre ready to be shipped, the municipality instructs 
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the bank which holds its funds to pay the amount to 
the suppliers' invoice against shipping documents. The 
effect of the raising of the loan has been to enable the 
Brazilian municipality to pay for the British manufactures 
it requires by utilizing British credit facilities. Another 
way in which the same end might be attained would be 
by way of a merchant bank. In this instance one of the 
London merchant bankers agrees with a Brazilian munici- 
pality to accept bills drawn upon themselves up to a 
certain amount. The material is ordered, the contractors 
draw on the merchant bankers, and the latter pay. In 
a third instance the loan may be issued through an 
accepting house : in this case the accepting house gives 
authoritj'^ to the municipality to draw upon themselves 
up to a certain amount. In this case the credit is a blank 
credit. The municipality have the right to draw on 
the accepting house up to let us say £10,000. When the 
material is siiipped, the amount the municipality has to 
pay through its London agents is £8,500. The agents draw 
£9,000, the accepting house accept the biU, the agents 
discount it with a London bank, and pay the suppliers 
out of the balance thereby created. 

In aU three cases, the effect is that a Brazilian purchaser 
gets goods for which at the time he pays out of funds lent 
to him for the purpose by people in London. As a result, 
he is indebted to people in England, either bondholders, 
merchant bankers, or an accepting house. The effect of 
these credit operations clearly is that the municipality win 
not have to go into the foreign exchange market and buy 
sterling bills, whereas if it had not had credit, it would 
have had to do so. -In the ordinary way the municipality 
would have had to spend milreis in purchasing sterling in 
order to pay the contractors ; as it is, they have not had 
to expend milreis at all. There is therefore less of a 
demand from Brazil for sterling than there would other- 
wise have been ; the effect of the^ issuing of this loan is 
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to keep the Brazilian exchange more favourable to Brazil 
than it would have been had it not been issued. Exactly 
the same effect would be produced if instead of the 
municipality the borrower had been any ordinary 
merchant in Brazil, or the Brazilian Government itself, 
desirous perhaps of borrowing money from our Govern- 
ment to pay for warships which were being built for them 
in the shipyards of Great Britain, To generalize, the 
effect of the giving of credits is to tend to make the 
exchange favourable to the country which gets the credit. 

When the time comes for the interest to be paid on the 
loan, the effect on the exchanges is exactly opposite. 
The interest on the bonds may be payable either in 
sterling or milreis, but the effect will be the sanie in either 
Ctise. If payable in sterling, the municipality will have 
to buy sterling bills in order to create a balance for itself 
in London out of which it can pay the bondholders. 
That means the demand from Brazil for sterling bills will 
be greater than before, and the price of them will rise. 
If the interest is payable in milreis, it means that a number 
of bondholders in England will receive drafts in milreis, 
which they will sell to their banks, and the banks will sell 
on the foreign exchange market. Therefore there will 
be a larger supply of milreis than before, and the price 
of milreis will be less. The exchange will tend to go 
against Brazil just as in the case when the interest w^as 
payable in sterling. 

The creation of loans will favour the exchange of the 
debtor country. The payment of interest will favour 
the exchange of the creditor country. 

The effect of the repayment of the loans in question is 
similar. In tlxc case of the loans made by the merchant 
bankers and the accepting house, the period of the loan 
would be relatively short, and the loan known as a 
short-dated credit ; in the case of the bonds, it would 
probably be a long-daf'ed loan. In either case, the effects 
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of repayment on the exchange are the same in principle 
as when the interest had to be paid, i.c. the municipality 
once more had to go into the market and buy sterling in 
order to repay the English creditors. 

Before the war, London financial houses did a very 
great deal of this sort of business. American, Australian, 
Canadian, and South American municipalities, railroads, 
and public utility companies all made a habit of financing 
their requirements in London. The commission obtained 
on this business was an element of considerable profit to 
this country, and the interest obtained from capital 
invested abroad was an item which swelled the income 
of this country to the tune of about £400,000,000 annually. 
Now, an important part of that has gone, because the 
best of our foreign securities were sold during the war in 
the United States. New York,* again, has become a better 
centre than London for raising loans, because the resources 
of the United States were not lessened by the war, and 
the dollar possesses that certain convertibility into gold 
which before the war was the property of the pound 
alone. The financing of Canadian public and private 
requirements, i.e. municipal loans and the capital issues 
of limited companies, has largely passed from London to 
New York. 

The floating of loans and the giving of credits was the 
means whereby Britain assisted her allies financially 
during the war, and whereby the U.S. assisted Britain. 
It was the means whereby, before the U.S. entered the 
war, the dollar 'exchange was fixed at the figure of 476J, 
or, as it was called, " pegged.” The principle was that 
payments for food dnd munitions supplied by U.S. firms 
to this country were made out of dollar funds raised in 
the United States, so that no dollars had to be bought, 
and therefore these British purchases did not for the 
time being produce any effect on the exchange. The 
details of this pegging are worthy of examination,, as they 
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are very instructive in regard to the operation of this 
part of exchange machinery. 

Towards the end of 1914, the decline of the -export 
trade of the Allied belligerent countries and their neces- 
sity to import, at a time when their resources were being 
progressively devoted to the war, caused the neutral, 
and especially the American, exchanges to move against 
them. In September, 1915, the dollar was down to 
475 and it was clear that, in the absence of preventive 
measures, it would decline further by reason of the huge 
payments necessitated by imports of food and munitions. 
It had become evident that a war policy based on un- 
limited military commitments would require, in order to 
pay for imports of food and munitions in the absence 
of any considerable exports, the selling of oversea invest- 
ments and the creation of a foreign debt. The alternative 
was to limit English military participation and to rely, 
aj)art from the very considerable armies already raised 
at that time, on naval and economic means. The former 
course was chosen. Loans were raised in the United 
States and foreign investments were sold in New York 
to provide funds. By this means the necessity of buying 
dollars to pay for food and munitions was avoided for 
the time and the dollar remained at the figure it had 
reached, 4 761. 

At first, British loans in America were raised in some- 
what the same manner as, in the imaginary example set 
out earlier, the Brazilian municipality raised its loan in 
England. They were raised through the firm of J. P. 
Morgan & Co., and out of the funds so provided, payment 
was made for British imports of food and munitions. 
As time went on, and the destruction of the belligerent 
countries’ resources became evident to the neutral world, 
a feeling arose in the U.S. that such loans should not be 
issued without some security behind them, and a regula- 
tion W4S issued to tliat effect. This necessitated that 
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when England raised loans in the U.S. {we are still dealing 
of course with the period prior to the entry of the U.S. 
into the war) collateral securities had to be deposited. 
This gave rise to what was known in England as 
the “ Dollar Securities Scheme.” Residents in England 
were invited to surrender to the British Treasury securities 
of various kinds named in the Treasury circulars. The 
Treasury promised either to return them the securities 
or to pay the owners their market value ; in the meantime 
the owners would receive the interest due, but the 
Trea.sury had the right to dispose of the securities as it 
thought fit. The securities covered Try that scheme wore 
such as the U.S. financial community would accept as 
security for loans, and consisted, broadly speaking, of 
the choicest of the American (U.S., South American, 
and Canadian) bonds held in England. Finding that the 
voluntary appeal to owners of listed securities to surrender 
them did not have the effect of mobilizing all the securities 
available, the Treasury in 1916 instituted a penal income 
tax on the income from securities not handed to the 
Trea.sury. Finally, the handing over of the listed 
securities was made compulsory. The securities so 
obtained by the Treasury were either sold in New York 
or deposited as collateral for loans in the U.S. It was 
when England wa6 approaching a point at which loans 
had been issued to the full extent to which the Americans 
were willing to lend on the security of these bonds that 
Mr. Bonar I.aw made his famous declaration, early in 
1917, that " our resources are not unlimited.” What 
would have been the course of events had not the U.S. 
entered the war at this point is of course one of those 
" might-have-beens ” which fascinate the historical 
imagination. The considerations at issue in the first 
months of 191*7 were not merely financial, but economic ; 
unless the food, raw materials, and munitions which 
America alone could supply in adequate quantities could 
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be obtained, the war would have had to be ended. 
Credits conid not be obtained without security, and there 
was no more security to give, with the possible exception 
of the cession of the West Indian Islands. Without 
credits, the sterling used in purchasing dollars would have 
declined rapidly in value, and with every decline the 
imports w'ould automatically have become dearer. As 
it was clear that only by virtue of a greatly superior 
strpply of food and munitions (as w'ell as men) could 
Germany be defeated, the end could not, it would seem, 
liave been long delayed. 

Ihe entry of tlie U.S. into the war solved the problem 
by altering the manner in W'hich loans in America were 
raised. Hitherto the money had come from private 
individuals in the U.S. ; henceforth the loans were made 
by tlie U.S. Government. ‘The.se loans were made chiefly 
to Rritain, Britain re-lending the money to her Allies. 

The U.S. Government paid U.S. manufacturers and 
grain exporters for the goods and food supplied to the 
European belligerents, debiting therefore the Briti.sh 
Government, w'hich in turn debited its Allies in the cases 
where the goods and food w^ere supplied to them. 'J'he 
position to-day,^ broadly speaking, is that Britain owes 
the United States about £978,000,000, and is ow^ed a 
larger sum by her former Allies and her Dominions. 

The dollar exchange remained at the figure of 476^, 
there being nothing to move it, until March, 1919, when 
it w’as “ unpegged,” i.e. the Briti.sh Treasury announced 
that no further steps w'ould be taken to stabilize it. 

In the case of the Central Pow'ers, which for practical 
purposes consisted of Germany, the problem was different. 
Germany was, save in certain limited directions, barred 
from export and import, and conducted the war from 
her own resmxrces. The problems of the foreign 
exchanges only arose in the case of the limited directions 
^ July, 1923. For ttetails of the position, see p. 185. 
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in which export and import was possible — Holland, 
Sweden, Denmark, and, for a time, Rumania. In tliese 
cases credits were arranged, and liquidated by the export 
of stipulated goods, such as coal.^ 

Connected with the subject of the influence of inter- 
national loans on the exchanges is that of the relationship 
between the stock market and the exchanges. The 
purchase of the securities of a foreign country is in effect 
a loan to that country. When the British Treasury sold 
dollar securities in the United States, Americans W'ere 
in effect repaying former loans. When a British investor 
buys French war-loan or shares in a Spanish mine, he 
is in effect putting money into Fi'ancc or Spain. If the 
securities he buys were previously held in the country of 
origin, the former holder will have to be paid in francs 
or pesetas, and tlicse w'ill ultimately have to be bought 
by sterling. If the securities purchased were already 
held in Britain, the purchaser is in effect renewing a 
previous loan ; if the purchaser, instead of being an 
Englishman, had been a Frenchman or a Spaniard, the 
securities would have been .sent back to France or Spain, 
and the purchaser there wxjuld have had to buy sterling 
in order to pay for them. In the first case, a demand 
from London for francs or pesetas is set up which did not 
exist before ; in the second case, a potential demand for 
sterling is prevented from coming into existence. The 
effect in either case is to tend to influence the exchange 
against sterling, i.e. against the purchasing country. The 
position may be viewed as an import of securities ® into 
Britain, which like other imports has to be paid for and 
therefore tends to send the exchange against the importing 
country. 

The stock market and the foreign exchanges act and 

1 Details are given in Helferrich ; " Der Weltkrieg ” (II'"" Band, 
"Vom Kriegsausbruchbiszum nneingeschrankten U-Bootkrieg’’). 

® The conception is tliat of Mr. Hartley Withers. 
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react on each other. If the tendency is for, e.g., Bi azilian 
securities to go up in value, then the value of Brazilian 
currency' will tend to go up with them, i.e. the number 
of milreis to be surrendered for one pound will go down. 
The reason is that a rise in the price indicates the activi- 
ties of buyers on this side, who will require milreis to 
remit in payment for the securities newly absorbed by 
the English market. Similarly, if the Brazilian exchange 
is unfavourable to Brazil, quotations for Brazilian 
securities wortli so many milreis will naturally tend to 
go down. In the ordinary way, that would be a good 
time to buy Brazilian securities, and such purchases, in 
their turn, would tend to set the exchange right. 

During 1919 to 1921, the low exchange rates of a good 
many continental countries have caused a good deal of 
capital to flow into them by way of the purchase of their 
industrial securities. The price of German, Airstrian, 
Hungarian, Czech, and Polish industrial securities has 
advanced on the heels of their falling exchanges, but has 
not always kept up with them. When it fell beliind, 
these securities looked cheap to foreign buyers, and 
capital flowed in accordingly. Thus English and French 
capital lias gone into Austria, Hungary, and Czecho- 
slovakia ; French capital into Poland ; English and Dutch 
capital into Germany. Latterly, the losses sustained by 
English industrialists in the slump following 1920, together 
with the increasing evidence of instability in Central 
Europe, have reacted against this investment of capital 
abroad. 

Another interesting illustration of the relation between 
the exchanges and the stock market is supplied by the 
following advice given in May, 1920, by a w'ell-known 
firm of investment bankers in London to those of their 
clients who had sums on deposit in France in francs, 
representing money that was owing to them. These 
clients had left the rrfoney' in France hoping that the 
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exchange would from France’s point of view improve, 
but had at length come to the opinion that no such 
improvement was likely. They were accordingly faced 
with the question how best to deal with these franc 
balances without absolutely cutting the loss by exchanging 
them for sterling at the then ruinous rate of exchange. 
Tliey were advised by the investment bankers “ to invest 
the amount in francs in some good foreign Government 
Bond, quoted in Paris, interest and capital of which are 
payable not only in francs, but in sterling, and possibly 
some other currency, such as Brazilian Government or 
Argentine Government Bonds or Stocks. Of course, the 
franc quotations of these Bonds bear some relation to 
the present depreciated value of the franc, but by con- 
verting francs into such Bonds, the holder in,sures himself 
against any further depreciation, secures a high rate of 
interest (payable in francs or sterling as he desires) on the 
capital outstanding, and gives to his capital mobility, for 
he can at any time Iwing the Bonds over to this country, 
where they can be sold for sterling without being affected 
by the French rate of exchange; and at the same time, he 
retains the possibility of adding to his capital in francs 
in the event of the quotation of the foreign Bonds rising 
in Paris,” 
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THE SILVER EXCHANGES 


The Eastern exchanges — Influence of the price of silver— Rise 
ill price of silver during and after the war, its causes and its 
eltect on the silver exchanges^^ — Rupee, lac and crore — Gold 
exchange standard — India,'s trade balance — Indici Council 
drafts — Reverse Councils — The rupee and the rise in silver — 
Indian currency measures of 1920— Ellects — Later decline 
in value of rupee — Rate of exchange for conversion of legal 
damages in currency into sterling. 

T he Eastern exchanges are subject to all the 
ordinary factors governing the movement of 
exchange rates, named at the beginning of 
Chapter VI, and in addition they vary with tlie price 
of silver. They are the exchanges of the silver-using 
countries, and there are therefore in these cases no pars 
of exchange^ and no gold points. In the last instance, 
silver, and not gold, is shipped for what it wall fetch. 
Purchasing Eastern exchange is really purchasing a 
claim to silver. Hence these exchanges fluctuate accord- 
ing, not only to the general factors influencing exchange 
fluctuations which we have examined, but also according 
to the price of silver, in tenns of, beforeTthe war, gold, 
and now, of our paper currency. The price of silver plus 
or minus shipping charges roughly fixes the rate above and 
below wliich the Eastern exchanges will not go. That 
statement of course is subject to the very important 
exception of India, which is governed by special con- 

^ Except in the case Qf Japan, where the Yen is on a gold 
basis. . 
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ditions. During and for some time after the war, the 
price for silver went up very considerably, and the 
Hasten! exchanges appreciated accordingly. The rise in 
the price of silver was due to both the decrease in the 
supply and the increase in the demand. The decrease 
in the supply, due directly or indirectly to the war, can 
be seen b}' comparing the figures for the total world 
production of silver in 1913 and 1918. Between those 
dates it had declined by something over 18 per cent. 
The increase in the demand was brought about by various 
factors, of which we may name three as the chief : 

(1) Silver, and of course paper, was required to take the 
place of gold w'hich went out of circulation in this and 
other belligerent countries ; while the need for silver as 
a medium of circulation, independently of its replacing 
gold, was increased in those parts of the world which 
were blessed with a British Army of Occupation, .such 
as Egypt and Mesopotamia, 

(2) During the war period, India and China absorbed 
considerable quantities, which w^ere hoarded. The native 
likes to keep his wealth in the form of silver, just as some 
people like to keep theirs in the form of jewellery, 

(3) The price of silver was sent up by the depreciation 
of the medium in w^hich the price was being reckoned, 
e.g. English currency. The decline in the value of English 
currency during the war was shown, inter alia, by the 
increase in prices : silver is a commodity like everything 
else, and as the prices of other things went up, so did the 
price of silver. * 

The operation of those various factors in raising the 
price of silver was very marked. In 1914 its price (June 
30th) was 26d. per ounce. In October, 1919, the price 
reached 64d. per ounce ; in February, 1920, it went to 
89|d, per ounce. We shall find that the increase in the 
value of the Eastern exchange which took place was 
roughly parcdlel. The Chinese tael for example .in 1914 
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averaged 2s. 4d., in October, 1919, it had risen to 6s. 4d., 
and in February, 1920, to 9s. 3d. The percentage 


increases were thus : 

Silver 

Tael 

1914 to Oct., 1919 

167 

lyii 

1914 to Feb., 1920 

273 

296I 


from which the close correspondence between the rise in 
value of silver and of the tael is evident. The same 
corre.spondence was observed later in 1920, when the 
price of silver and the value of the tael declined. During 
1920, in fact, the value of the tael fluctuated between 
3s. io|d. and 9s. 3d. The Hong-Kong dollar followed a 
similar course. The uncertainty which these fluctuations 
brought into Far Eastern and similarly to the Indian 
trade is obvious ; the enormous rise in the purchasing 
power of these coins induced purchasers to order goods 
far in excess of what the market could take. Frequently 
when the time came for payment, the currencies had 
declined in value. Sometimes, as in a number of cases 
in India, the goods were not taken up, and had to be sold 
for what they would fetch, after having accumulated 
huge charges for warehousing and interest. However 
disposed of, they choked the market, and when the 
slump came in the wake of the price boom of early 1920, 
they hindered the market’s recovery. 

Another interesting example of the relation between 
the price of silver and the exchange values of Eastern 
currencies, and the connexion of the twa with the stock 
and share market, was observed about the turn of the 
year 1919-20, when there was a sensational rise in the 
shares of one of the large German banks — the Deutsch- 
Asiatische Bank. The reason was that the bank, as its 
name suggests, operated largely in China and Japan. 
The increase in the value of silver brought about an 
increase in the value ol Chinese and Japanese currencies, 
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and that meant an increase in the value of the property 
and funds owned by the bank ; hence the shares of the 
bank were considered to be of more value. 

In India the standard coin is the rupee. A lac is 
100,000 rupees, a crore is loo lacs. The rupee itself is 
silver, but there was a gold exchange standard. The rupee 
was an example of a currency that was a sort of “ half-way 
house” ^ between convertibility into gold and non-converti- 
bility. Anyone who had sovereigns in India had the 
right to change those sovereigns into rupees at the rate 
of 15 to the pound, but the converse was not true. There 
was no obligation on the Indian Mint to give sovereigns 
in exchange for rupees. Such was the Mint position of 
Indian currency in pre-war times. Before the basis of 
Indian currency was altered in 1920, the rupee had to 
contain 165 grains of fine silver. ■ As one ounce of standard 
silver contains 444 grains of fine silver, it follows that 
one nipee equalled TfJ of the price per ounce of standard 
silver. From that we get Claim’s rule® for determining 
the approximate siglit exchange of the rupee from the 
price of standard silver. The rule is : The approximate 
sight exchange can be got from the price of standard 
silver by adding |d. to fth of the price per ounce of silver ; 
thus ; supposing the price of standard silver to be 4od. 
per ounce, fths of that is i5d., and if we add |d., we 
get IS. 3|d., which would be the approximate sight 
exchange when silver is 4od. That rule worked under 
pre-war conditions, though it was never intended to be 
more than approximate. 

The trade balance was nearly always in favour of 
India. Exports more than counterbalanced imports to 
such an extent that it provided a surplus over and above 
all the payments which India had to make, which can be 
summarized under four headings : 

^ The term was applied by Mr. Hartley Withers. 

* " The A.B.C. of the Foreign Exchanges.” 
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(1) For imports. 

(2) For interest on government and railway loans. 

(3) For I.C.S. pensions. 

(4) For tlie npkeep of the India Office in London. 

The actual machinery by which remittances to and 

from India are made is also worthy of a brief examination. 
Remittances to India are made by means of India Council 
drafts. They are drafts sold in London to merchants 
who have to remit to India, and consi.st of bills drawn on 
tlie Indian Treasuries and payable at various places in 
India in rupees. Thej? are obtainable both in the form of 
derferred transhirs and immediate telegraphic transfers. 
The deferred transfers are cheaper than the telegrajihic 
transfer by, as a rule, -ytrd. per rupee. ^ The difference 
represents interest for the period which elapses before 
the bu3a3r of the deferreddransfer, who has paid sterling 
for it, is credited with the rupees. Remittances in the 
other direction, i.c. from India to England, are made 
eitlicr by ordinary sterling drafts or by " Reverse 
C-ouncils.” These Rever.se Councils are sterling drafts 
sold In' the Indian Government, payable in London ; 
thej' arc sold when tlie demand for sterling drafts is 
large and pre-war they were sold at a fixed price which 
was i/3||d. per rupee. The fact that the Indian 
Government wais alwa\'s willing to sell Reverse Councils 
at that fixed rate, determined, as it were, the lower 
gold point. The means whereby the Indian Govern- 
ment w'as able to sell Reverse Councils w'ere provided 
In' a gold backing in London, in the ■ foi'm of gold 
reserves which the Bank of England held in London 
for the Indian Government. Tlie combination of a trade 
balance favouralile to India and the right to exchange 
sovereigns into rupees enabled the rupee, although not 
based on gold, to be maintained at a fixed’ exchange rate 
w'ith gold — at the figure of is. 3||d. 

' Spalding, “ Foreign E^xchange and Foreign Bills,” p. 134. 



TIIE SILVER EXCHANGES 113 

During and after the war, the increase in the price of 
silver put the Indian Government in a very difficult 
.position'. With the rupee at i6d., the cost of the silver 
in it to anyone who melted it down would be (i6 x$*-f)d. 
per oz. == 43d. per oz. If therefore the price of standard 
silver went above tliat figure, then the obvious tendency 
would be for rupees to be melted down and sold as 
.silver bullion, which would create a recurrent shortage 
of currency in India ; on the other hand, to coin fre.sh 
rupees at the legal rate of 15 per pound when .silver 
was costing so much more would have meant a huge 
loss to the Indian Government. To get out of that 
difficulty tfiey adopted three palliative measures and 
then in 1919 a fourth measure, which amounted to an 
entire alteration of the basis of Indian currency. The 
three measures were ; 

(1) They prohibited the import and export of silver. 

(2) They increased the price of council drafts to 2s. 4d., 
that is, they made the rupee more valuable. 

(3) They imported gold at the rate of ii rupees to the 
pound and then sold it in India. 

The last measure amounted really to this : they induced 
the Indian population to invest its wealth in gold. A 
favourable trade balance and the increase in the price 
of silver were thus partly offset by India importing gold. 
As these three mea.sure.s did not surmount the difficulty, 
they adopted the fourth measure, which amounted to 
changing the basis of Indian currency. In February, 
1920, the Indian Government fixed a rupee at one-tenth 
of a gold .sovereign. The effect of that decision provided 
an interesting lesson in exchange economics. Before this 
alteration a rupee was valued at 2s. 4d. ; after being 
fixed at one-tenth of a gold sovereign, it jumped to 2s. gd. 
That showed a" depreciation in the pound. It showed 
that gold prices were something different to prices in 
English paper currency. The aifiount of the .jump, 
8 
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practically i8 per cent., represented the amount by 
which paper prices were higher than gold prices. As a 
matter of fact, at that time if we had worked out the 
depreciation of the English pound on the basis of the 
then price of gold in terms of Bradburys, we would have 
found that round about 20 per cent, was the actual 
extent of the depreciation of the paper pound in terms 
of gold. 

The idea underlying the deci.sion to fix the rupee at 
one-tenth of a gold sovereign was that when sterling 
recovered its parity with gold, the value of the rupee 
would have been permanently increased. In effect, 
however, that reasoning did not hold good. Since that 
time the rupee has fallen considerably in value. The 
Indian importer who had the pleasure of seeing the rupee 
go up to 2s. 4d, and then* jump further to 2s. gd. and was 
then assured by the Government that the increase in 
value was to be permanent, found that nothing of the 
sort was the case. That was due to two factors. In 
the first place, silver did not maintain the price it reached 
• — the price of silver in July, 1922, for example was 35jd. 
as against 88Jd. in February, 1920. That was one cause 
of the decline in value. The second was that the Indian 
trade balance went against India. Into the causes of 
that we cannot here go in detail, but may name two 
causes : one was that India bought heavily following 
the termination of the war, and of course liad to pay for 
those imports ; and another cause was that one of India’s 
largest pre-war markets for tea, Russia, disappeared 
from the market for an indefinite period. As a result 
of the swinging-over of the trade balance, and the decline 
in the price of silver, the Indian rupee slumped 
very considerably. It has not even been maintained 
at 2s. paper, let alone 2s. gold. In- July, 1922, its 
value measured in terms of the paper pound was 
IS; 3 Id. 
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The decline in the value of the rupee led in 1921 to 
unexpected and unpleasant results for British exporters 
to India. A number of Indian importers, upset by the 
general decline in prices which had occurred since they 
had placed their orders in 1920 — a decline intensified for 
them by the drop in the value of the rupee — and them- 
selves perhaps not uninfluenced by pohtical propaganda, 
repudiated their contracts and refused to take up the 
goods they had bought. Actions claiming damages for 
breach of contract were brought in Indian courts by 
British exporters, and substantial damages were awarded. 
The damages were assessed in the only currency in which 
an Indian court could assess them — ^in rupees. The 
actual payment however, being made to persons in 
England, had to be made in sterling, which the defendants 
would have to purchase and rgpiit. The question there- 
fore arose ; At what rate were the rupee damages to be 
converted into sterling ? At the rate ruling on the day 
when the breach of contract, in respect of which the 
damages were awarded, took place ; or at the rate 
ruling on the day when judgment was delivered ? 
Between these two dates the rupee had declined in 
value in terms of sterling. The second date would 
therefore mean the payment to the successful plaintiffs 
of a lesser sterling amount than the first. Naturally 
the English plaintiffs argued for the first rate, the 
Indian defendants for the second. 

Unfortunately for the English plaintiffs, some cases 
had already been decided in the English courts, ^ in which 
the rule was laid down that the rate at which damages, 
awarded in one country to plaintiffs domiciled in another, 
were to be converted was the rate ruling on the date 
of judgment. These cases were King's Bench cases, 
and therefore without the authority attaching to an 

1 Di Ferdinando v. Simon Smiis &• Co. (L.R., 1920, Vol. II, 
K.B. & P., Part VIII) was the chief of jthese cases. 
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Appeal case ; but the rule was laid down sufficiently 
clearly to induce the English plaintiffs to accept the 
Indian defendants’ views without taking the matter 
further. 

Into the legal grounds for the King’s Bench decisions 
in question it is unnecessary to go. It may, however, 
be remarked that the practical effect of these decisions 
w^as inequitable, in that they brought about a state of 
affairs in which a party to a contract for goods, of which 
the price had declined before delivery could be made, 
might find it cheaper to refuse to take the goods and 
have damages awarded against him than to take up the 
goods ; because the damages awarded against the 
defaulter were automatical!}^ diminished, at the time he 
had to pay them, by the decline in Vctlne of the currency 
in which they were ass<?ssed. It might be, that is, 
more profitalile to break a contract tlian to perform it, 
a state of things which has induced some buyers to break 
contracts or to refuse to take up goods unless extortionate 
allowances were made by the sellers. 



CHAPTER X 


INTEREST RATES : BANK RATE AND THE 
EXCHANGES 

Interest rates and the exchanges under pre-war condi lions — 
Discount market — Money Market — Various inoiicy rates — 
Ivhect on exchanges of fluctuations in market rate — How 
Bank of England’s manipulation of bank rate formerly 
turned exchanges in our favour — Why this inanip illation no 
longer produces its former effect. 

W E have now to consider the iniiuence of rates 
of interest on exchange rates. The importance 
of the interplay of interest rates and exchange 
rates is that on this interplay depended the whole 
regulating machinery of the exchanges as they existed 
before the war. That regulating machinery was bank 
rate, i.e. the rate at which the Bank of England will 
discount approved bills of exchange of three montlis' 
maturity. It was by manipulating its rate that the 
Bank of England turned the exchanges in our favour, 
and attracted gold" from abroad at a time when without 
such manipulation the exchanges would have gone 
against us, and gold would liave left the country. This 
regulating machinery depended for its effect on the 
interplay of interest.rates and exchange rates. 

It is necessary to bear in mind that the description 
of this interplay immediately following refers to the pre- 
war exchanges. The machinery does not work to-day 
in the same way or with the same reliability and effect 
as it did before the war. Nevertheless, it is the only 

117 
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macliinery in existence, and we have to examine how it 
worked in pre-war times when it was effective, if we are 
to understand why conditions to-day prevent it from 
producing the result it formerly did. Since, then, we 
are speaking of pre-war times, we have to remember 
that wlien in this chapter we speak of rates fluctuating, 
we mean fluctuating in the pre-war sense, i.e. round 
about par and between the gold points. Thus if we 
have the Anglo-French exchange in our mind, we are 
thinking of rates fluctuating between about and 

25'2g, about *07 on either side of par. We are dealing 
with very slight fluctuations. Further, it is essential 
to remember that we are thinking in terms of a currency 
which was convertible into gold. We are talking about 
the days before the coming of the currency .note, and 
dealing with the time wl\en the only paper currency in 
existence in this country consisted of bank-notes, cheques, 
and bills of exchange ; with a time in which such paper 
currency as existed was convertible into gold. Another 
way to express the same fact is to say that at that time 
the volume of our currency was hmited in a sense in 
which it is not limited now. When we speak therefore 
of certain factors reducing the supply of bills on the 
market, it means that those factors were reducing the 
volume of currency. It was possible in those days to 
increase and diminish the volume of our currency by the 
manipulation of interest rates. To-day it is not possible 
to the same degree. Limited fluctuations in the value 
of a currency convertible into gold : such were the con- 
ditions under which what we are about to say held true. 

Keeping firmly in mind the fact that the price at 
which a banker will issue a draft in foreign currency is 
determined by the price at which he can buy bills in 
that currency, it is evident that the way in which rates 
of interest will affect exchange rates is by influencing 
the price of bills. The organization by means of which 
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bills are exchanged for cash is the money market, and 
it is therefore necessary to examine in outline its 
structure and functions. The business of the money 
market consists in exchanging cash for short period 
promises to pay. These promises are in the form of 
bills of exchange. Bills are the commodity in which the 
money market deals. Ordinary merchants dealing in 
goods are the pi'oducers of bills, as we saw in Chapter TV ; 
the joint-stock banks are tlie con.sumers. The inter- 
mediaries between the two, the dealers in bills, are the 
bill-brokers and discount houses. This does not mean 
tliat the joint-stock banks do not buy bills direct from 
the ordinary mercantile holder ; they do so buy ; but 
they do so only incidentally, as one only of their many 
activities.’ The specialized dealers in bills, the bill- 
bi'okers and discount houses •on the other hand, do 
nothing else but buy and sell bills, and from them 
quotations can always be obtained. The bill-brokers 
and discount houses, together with the accepting houses 
or merchant bankers and the London offices of British 
oversea banks, constitute the "discount market”; and 
the discount market, together with the joint-stock banks 
and the Bank of England, constitutes the money market. 

How bills of exchange originate and come into the 
money market we have already seen in Chapter IV. In 
the case of the bill drawn by Chung Ling Soo on 
Steinfelds, it will be remembered that the manager of 
the Canton branch of a British bank trading overseas 
made an advance to Chung Ling Soo against the bill before 
acceptance. Wlien the bill has arrived in London and 
been accepted by Steinfelds, the London oflice of the 
bank, if they do not wish to hold it till maturity, will 
sell it to a discount house. The difference between the 
London discount rate and the rate at which the Canton 
manager made the advance represents profit to the 
bank. Before dealing with the bMl-brokers and discount 
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houses, it will be well to be clear as to the ultimate 
consumers of bills — the joint-stock banks. Why can 
the banks be relied on by the bill-brokers to buy bills ? 
The reason is this : The outstanding considerations in 
English banking policy are to keep resources liquid and 
at the same time to earn interest on them. Apart from 
the general desirability of keeping resources liquid, 
since a bank's liabilities are payable on demand (current 
accounts) or at seven days’ notice (deposit accounts) 
there are certain times of the year at which a bank is 
particularly in need of ready cash. One such time 
is the end of December, when, as w'e all know, there is 
a certain amount of “ window-dressing ” in order that 
the banks’ balance .sheets may present a favourable 
appearance in the seirse that there is plenty of readj" 
cash available. Another -time the banks require particu- 
larly large cash resources is during the months of 
February and March, when clients are drawing large 
cheques in order to meet income tax. The banks 
therefore are faced with the necessity of earning interest 
on money deposited with them in such a rnjmner that 
a large proportion of that money can be turned into 
cash at a moment’s notice, or better .still, will turn 
itself automatically into cash within a definite time. 
The way the bank fulfils these two requirements is by ; 
(a) Investing its money in bills of exchange. 

{b) Lending money at call or short notice. 

A bill of exchange will automatically fall due for pay- 
ment on a certain date, and if it is a good bill, i a. has 
good names upon it, it will automatically turn itself 
into cash on that date. If therefore a bank knows it 
will require a large amormt of cash by a certain date, 
it buys in from bill-brokers or discount houses a sufficient 
number of bills of exchange maturing on that date. It 
thereby secures the certainty of having cash on the date 
when casli is required and also earns the difference 
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between the face value of the bill, which it receives on 
maturity, and the amount the bank itself gave for the 
bill. An example will show that a bank buying a bill 
with good names on it is sure to make a moderate but 
certain profit. Take the case of the three months’ bill 
for £ioo mentioned in Chapter IV, which the bank, 
deducting the market rate of discount for three months’ 
trader bills, 5| percent, per annum, bought for£g8 I 2 s. 6d. 
The money employed by the banker in buying it is money 
deposited with him by a customer, on which he has 
to pay the customer interest. On the same day that 
trade bills were quoted in the Press at 5 per cent, to 
5 1 per cent., the Bankers’ deposit rate was quoted at 
3| per cent, per annum. The banker has to pay interest 
at 3 1 per cent, per annum on the money deposited 
with him, which he employed in buying the bill. The 
sura which the banker had to expend is therefore 
£98 I 2 S. 6d. plus interest on that at 3|- per cent. 


f Q rj 1 98-625 X 7 X I 

= £98 I 2 S. 6d. plus 2 — — ^ 

^ 100 X 2 X 4 

£g8 I 2 S. 6d. plus 17s. 

- £99 93- 6 d. 


As his total incomings, i.e. the face value of the bill 
when it matures, are £100, he makes a profit of los. 6d. 
on a transaction, of £100 in three months. His profit 
is at the rate of 2 per cent, per annum. 

In fact, his profit is greater, for he would not have 
to pay interest on the whole of the money. A large 
quantity of the funds at a banker’s disposal do not 
consist of money .placed wnth him on deposit, but of 
current accounts, on which he does not pay interest at 
deposit rate. So in point of fact his expenses are not 
equal to the figure stated and his profit is correspondingly 
greater. Moreover, a banker cannot make a loss on the 
transaction, for deposit rates afe normally lower than 
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discount rates. For the banker, such a transaction — 
always assuming a good bill, and bankers touch no 
others — shows a moderate and certain profit, and assures 
that, on a definite date, so much of his assets will 
automatically turn itself into cash. It is of course true 
that if discount rates went down and the banker desired 
to sell the bill, he might have to sell it for less than he 
gave for it. But banks do not buy bills for resale, but 
by way of short-dated investment for their funds, and 
customarily hold them till maturity. 

We also said that banks employ a proportion of their 
funds in loans at call or at .seven days’ notice. These 
loans are made to a large extent to the bill-brokers 
from whom the banks customarily buy their bills of 
exchange, and such loans are known collectively as 
“ loans to the short loan, market,” which is so called 
because the period of the loan is short. The banks also 
make short loans to .stockbrokers and other parties, 
but in the greatest measure their loans at call and short 
notice are made to bill-brokers. It is natural to ask : 
Why do not the banks buy direct from the p(;ople who have 
bills to sell, instead of financing bill merchants to do 
the business for them ? The answer is that there is just 
as much or as little justification for the existence of a 
bill-broker as there is for that of any other middleman. 
Bill-brokers who specialize in inland bills make it their 
business to have in their portfolios bills of the kind and 
maturity which the banks favour. Those who specialize 
in foreign currency bills make it their business to know 
what people want, e.g. kroner bills, and what people 
have kroner bills to sell. The case is similar to that of 
a dealer in commodities, who makes his living by knowing 
which people have his particular line of commodities to 
sell, and which people want to buy. He does the business 
cheaper than the banks could do it themselves with 
the same degree of ef&ciency. If a bank had its own 
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official to buy bills he would have to be a high-salaried 
man with a wide knowledge of the bill market, he would 
have to have his clerks and typists, and he would have 
to employ the bank's capital. In the end, he would 
cost the bank more than does the commission or margin 
paid to the bill-broker. So well recognized is this fact, 
that bankers not only buy bills from the bill-brokers, 
but themselves finance the bill-brokers. The major part 
of a bill-broker’s business is done on money borrowed 
from the banks against the deposit of bills or bonds as 
security ; and the bill-brokers make their living by 
having in their portfolio bills of just the kind and just 
the maturity which they know the banks will want. 
On occasion the bill-broker works entirely on commission. 
In the ordinary way, his profits are mainly derived from 
the margin between bill and pioney rates, ^ i.e. between 
the rate of discount which he deducts from a bill when 
paying cash for it and the rate of interest which he has 
paid to the bank for the loan of that cash. In addition 
there is of course the interest on his capital, which is 
in the form of investments which can be pledged as 
security for the loans he requires. “ 

The price at which bills are sold is quoted in terms 
of the rate of discount that is deducted from them, 
and that rate is known as the market rate. This is the 
rate on which we have to fix our attention. It is only 
one of a number *of rates of interest obtaining in the 
money market. These rates are more or less connected. 
Bank rate is one of them. Bank rate and market rate 
do not necessarily vary with one another ; the exact 
relations between them we shall examine later on. 
Deposit rate is anotfier, being the rate of interest allowable 
by the joint-stock and merchant banks on balances 

* See lecture by I). Spring Rice on the money market printed 
in the " Banker’s Magazine,” issue of March, 1922. 

2 Ibid. • 
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deposited with them subject to withdrawal at seven 
days’ notice. Deposit rate varies in an upward or 
downward direction with bank rate. The rate of 
interest on loans to bill-brokers is generally, but not 
always, a fraction higher than deposit rate. The rate 
of interest charged by bill-brokers on bills, i.e. the market 
rate of discount, is necessarily a little higher than the 
rate of interest which bill-brokers pay on their loans 
from the banks. 

The factors which determine the market rate of 
discount, i.e. the price of bills in terms of cash, are more 
complicated than those which determine the prices of 
commodities in terms of cash, for not only the supply 
of bills, but also the supply of cash at the disposal of 
the short loan market, is constantly fluctuating. The 
causes of the fluctuations; in the supply of ca.sh in the 
money market cannot be gone into here ; obviously they 
will largely derive from the state of trade and of the 
investment market and from taxation. 

So far as the fluctuations in the supplies of bills are 
concerned, we have first of all to distinguish between 
commercial bills and finance bills. ^ The fluctuations in 
supply mainly affect finance bills and only secondarily 
commercial bflls. So far as the latter are concerned, 
it is evident that the price that has to be paid for 
financial accommodation in the money market will not 
immediately affect the supply of commercial bills that 
come forward for discounting, because these commercial 
bills will be simply the results of transa.ctions entered 
into a considerable time ago, and entered into by 
merchants whose profits normally are large enough to 
enable them not to be vitally interested in marginal 
variations in the rate at which their bills will have to 
be discounted. A change in money market conditions 
will not in the first instance affect the supply of com- 
^ See Chapter IV. 
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mercial bills. The change may, as we shall see, allect 
that supply later on if it continues long enough. But 
the supply of finance bills is affected very much inde(;d 
by conditions in the money market. It is not difficult 
to see why bills of this kind are much more susceptible 
to money market influences. The mercantile drawer of 
a finance bill loses the discount on the bill when he 
discounts it, he loses the acceptance house’s commission, 
and he loses the interest on the amount for the two 
days before maturity when he has to put the accejrting 
house in funds. He has therefore to think carefully 
about the rate at which he can discount the bill before 
drawing, in order to see whether it is worth liis while to pay 
for the additional accommodation. The less profit he is 
making on his business, the more carefully he will look 
at the amount the accommodatijsn costs. It may lia]rpen 
that although these facilities are at his disposal, he 
refrains from using them, because a marginal increase 
in discount rates makes it just not worth his while. 
Iir otlier words, the drawing of such bills may depend 
entirely upon the marginal fluctuations in the market 
rate of discount. And if that is true of a mercantile 
drawer, it would be much more true of a mcrchrint 
banker in Paris, Berlin, or Stockholm. A merchant 
banker does not work on a fairly substantial margin 
of profit, but on n much finer margin. He relies on 
being able to use the funds which he acquires at a profit 
only slightly greater than the cost : on being able to 
lend money at slightly higher rate than that at which 
he borrows it. Whether a foreign banker in possession 
of a number of blank credits with London accepting 
houses uses them or not will quite definitely be determined 
by the market rate of discount. It will depend from 
time to time on the rates at which his London bankers 
will discount such drafts whether he draw^s or not. These 
are primarily the kind of bills we have in miiul when 
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we speak of the volume of bills expanding and con- 
tracting. 

We are now in a position to examine in detail the 
effect of variations in the market rate of discount on 
exchange ratesP Assuming first a decline in market 
rate, (i) Other things being equal, a low market rate 
of discount evidently will encourage the foreigner w’ho 
has facilities for drawing on accepting houses in London 
to use them. A merchant banker in Paris will, other 
things being equal, be encouraged by the fact that he 
can discount drafts cheaply, i.e. sell them in London for 
something near their face value, to bring them into 
existence, and that reasoning will apply more or less to 
the bulk of people abroad who have drawing facilities 
in London. Therefore a volume of sterling bills will be 
brought into existence which otheiavise would not have 
been created. Sterling bills, being accordingly more 
numerous, will become cheaper, and the amount of 
foreign currency to be given for them less ; in other 
words, the excliangcs will tend to go against Britain. 
(2) Again, tlie various interest rates allowed by the joint- 
stock and merchant banks move together, and a low 
market rate of discount implies a low deposit rate. 
When, tlierefore, the merchant banker in Paris, by 
drawing as above, provided himself with funds in London, 
his inclination will be to withdraw them from London 
to another centre where rates of interest are higher 
and they can earn more. (3) The same will be true of a 
large quantity of the balances held in London at the 
disposal of foreigners. These balances will be remitted 
abroad by foreign currency drafts,, so that a demand 
for such drafts will be set up. 

A low market rate of discount therefore tends to 
increase the supply of sterling bills and to increase the 

^ On this subject, see Withers ; " Money-Changing,” Chapter 
VII. . • 
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demand for foreign currency, both of which factors tend 
to make the exchanges adverse to Britain. 

In the case of a high market rate, the reasoning will be 
reversed, (i) The fact that bills in London cost a good 
deal to discount will tend to prevent foreigners drawing 
on London ; the tendency will therefore be for the 
volume of sterling bills to get less, because as they run 
off they will not be renewed ; and as the volume of 
sterling bills becomes le.ss, the price will go up. That 
means the exchanges will tend to go in our favour. 
(2) Again, under the same conditions of a high market 
I'ate, foreigners who have sold goods to Britain and l)een 
paid in London, will tend to leave their money in London 
in order to earn the benefit of the high market rate of 
discount. ' If a foreign merchant who has sold us goods 
has no particular use for his jnoney for two or three 
weeks, he can leave it on dejxtsit with one of the London 
merchant banks in order to obtain the benefit of the high 
rates of interest obtaining in London. The tendency 
therefore will be for foreign creditors to leave their 
money here instead of having it sent to them ; that 
means that the banks, instead of having to buy foreign 
currency drafts to remit to these foreign clients, will not 
have to do so. To that extent there will be less demand 
for foreign currency drafts, which again means that the 
value of sterling wiK go up. (3) Similarly, merchant 
bankers with balances abroad will send their money 
here in order to earn the high rates of interest in opera- 
tion. These balances, it must be remembered, do not 
consist of investment money ; they are floating balances, 
and they float towards high rates of interest. Once here 
they can be employed in discounting bills and obtaining 
the high rate of discount available, or put out on deposit 
with one of the London discount houses and earn the 
high deposit rates that will normally accompany a high 
market rate. The effect of (i) is*to diminish the volume 
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of sterling bills in existence ; the efiect of (2) is to 
diminish the demand for foreign currency ; the effect of 
(3) is to set up a demand abroad for sterling • drafts : 
francs, dollars, and marks arc used to buy sterling drafts. 
In all these three ways the raising of the market rate 
of discounts operates to turn the exchanges in our 
favour. 

The reactions so far described as the result of market 
rate being raised or lowered liave all related to finance 
bills. It is this class of bills which are in the first instance 
affected by changes in market rate. But a long-continued 
low or high market rate also affects the supply of 
commercial bills. In the case of a long-continued low' rate 
it tends to increase the supply of commercial bills; a 
long-continued high rate, to diminish it. In" the cfise 
of the low rate, a buyer of commodities who requires 
accommodation can get it easily, for not only can he 
discount bills cheaply, but also a low market rate implies 
that oilier rates of intcre.st are low too. In other word,s, 
the merchant will get his bank overdrafts cheaper. That 
state of easy accommodation continued over a long 
period will encourage importers. This means the coming 
into existence of a number of bills drawn on London by 
suppliers abroad, which would not have come into 
existence had it not been for the fact that imports were 
particularly easy to finance. A low market rate, there- 
fore, over a period of time, will tend to increase the 
volume also of commercial bills, and thereby to turn the 
exchanges further against us. 

'I'o that statement there is an exception. If the long- 
continued supply of cheap money is due to tlie fact that 
there is very little business doing, because confidence 
has been shaken, perhaps by some big failure, or by 
political conditions, then it may be that the absence of 
business confidence wdll discourage buyers more than 
the cheap money will encourage them and the excess of 
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commercial bills will not come into existence. Such is 
the condition of things at the time of writing.^ 

A long-continued high market rate makes accommoda- 
tion dear and hence discourages buyers. Thereby it tends 
to diminish the volume of commercial bills coming into 
existence and hence to turn the exchanges in our favour. 

This statement is also subject to an exception. If 
the dear money is due to widespread optimism, belief in the 
continuance of an existing boom and of a state of rising 
prices, then dear money may fail to deter buyers. Such was 
the case from about November, 1919, to April, 1920. 

Having investigated the effect on exchange rates 
of variations on the market rate of discount, we are in a 
position to examine the manner in which another one of 
the interest rates, namely Bank Rate, was used as the 
regulator of the exchanges. In pre-war times it was 
possible, by raising bank rate, to turn adverse exchanges 
in our favour. 

Let us take the case where the exchange was unfavour- 
able. Owing to prolonged depression, the adverse 
exchange failed to stimulate the export trade and thus 
act as an automatic corrective, as it normally would do. 
High interest rates abroad attracted our gold, and the 
exchanges continued to go against us. The Paris rate, 
let us say, was down to 25-17, i.e. it was approaching 
the point (about 25-15) at which gold would begin to 
leave the country. It was under such conditions that 
the regulating machinery of the Bank of England’s rate 
came into operation. 

It may be asked : Why the Bank of England more 
than any other bank ? Supposing gold was sent abroad 
by bullion dealers, in what way did that directly affect 
the Bank of England ? In this way : the Bank of 
England keeps’ the only material gold reserve in the 
country, so that the sending of |my quantity of gold 
* July, 1922. 


9 
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out of the country meant the diminution, sooner or 
later, of the reserve in the Bank of England’s vaults. 
The bullion dealers might be acting for a banker, or for 
a foreign banker with an office in London. They would 
simply present notes at the Bank of England to the 
value of the gold they wanted, and the bank was bound 
by statute to give gold for those notes up to any amount. 
When, therefore, the exchange began to approach the 
lower gold point, the Bank of England was forced to take 
an active interest in the matter. 

It will be remembered that we are assuming pre-w'ar 
conditions, and that the most important of those con- 
ditions was that the currency of England was gold, or 
paper convertible into gold, and the possession^ of British 
cuiToncy was a claim to so much gold. 

The ultimate aim of the Bank of England was to 
protect its gold reserve, and this required that the 
exchanges should be turned in our favour. This it 
aimed at accomplishing by raising the market rate of 
discount. The raising of that rate, once it could be 
accompli.shed, would affect the turning of adverse into 
favourable exchanges in the manner already explained. 
The Bank of England’s immediate aim, then, was to 
raise the market rate of discount. 

Its first step w'as to raise bank rate. The sequence of 
events in the money market was then, according to Mr. 
Withers,^ as follow's. The next step lay with the joint- 
stock banks. Everybody in Lombard Street knew that 
the aim of the Bank of England in rai.sing its rate was 
to send up interest rates generally and the market rate 
of discount in particular. The joint-stock banks might 
either follow the lead or not. If they decided to follow 
the lead, they w^ere accepting as a fact that money was 
going to become dearer, i.e. that cash’ would become 
more valuable as against bills. Their aim would then 
* “ The Meaning of Money,” Chapter XII. 
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become to increase their cash in hand, and this they would 
do in three ways : 

(а) They would raise their rate of interest on deposits. 

(б) They would for the present refrain from buying 
any more bills. 

(c) They would call in their loans at call and short 
notice. 

Their short-dated loans would have been made in the 
main to bill-brokers. This calling in placed the bill- 
brokers in a very unfortunate position. They were hit 
in three ways : 

(1) First of all the bills they had in their portfolio 
became automatically less in value, since interest rates 
went up.. Interest rates going up meant that more 
discount would be deducted from the bills when the 
holders wanted to turn them into cash than had been the 
case before. A bill was woi*th less in terras of ca.sh, so 
that the whole portfolio of bills which the broker was 
carrying became worth less. 

(2) The banks were calling in the loans on which the 
bill brokers had been financing their business. 

(3) The banks were not buying bills to the extent 
that they had been, just when the brokers wanted to 
turn them into cash. 

Obviously, the bill-broker had to get financial accom- 
modation somewhere, and, the joint-stock banks refusing 
to help him, the only place he could get it was at the 
Bank of England. The Bank of England was perfectly 
willing to let him have it, but on its own terms ; approved 
bills it would discount at bank rate, loans it would make 
at a half per cent, abdve bank rate. That meant that bank 
rate had become the effective market rate. People 
who had bills to discount had to discount them at bank 
rate. Bank rate determined the price for advances. 
Rates of interest had been raised ^11 round ; the market 
rate of discount had been forced up to the level of bank 
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rate. The Bank of England had achieved its object. 
The raising of market rate had the effect of turning the 
exchanges in our favour in the manner described in the 
last chapter. 

Now let us suppose the joint-stock banks had not 
followed the lead of the Bank of England. The Bank 
of England wanted to make money dearer, but the 
joint-stock banks did not follow its lead. They neither 
refrained from buying biUs nor called in their short loans 
to the bill-brokers. The Bank of England could make 
them follow its lead. It could go into the money market 
and borrow money, which it did not need, in order to 
make money scarcer. Money became scarce as a result 
of the Bank’s borrowings. Everybody in , Lombard 
Street knew that, whether they liked it or not, money 
w'as becoming dearer. ’From that point, the develop- 
ments were exactly as in the previous case. The joint- 
stock banks had no option but to refrain from buying 
bills, and strengthen their cash reserves by calling in 
their short loans and raising deposit rates. The bill- 
brokers had to borrow. Once again, therefore, the bank 
rate became effective, and the forces described in the 
last chapter were set in motion and turned the exchanges 
in our favour. 

To readers who have seen bank rate rai.sed and the 
dollar exchange remain unfavourable,^ this reasoning 
may seem somewhat abstract, but in practice in pre-war 
times it was very real indeed. A good illustration of the 
reality of it occun'ed in 1907, on the occasion of a financial 
panic in New York. The Bank of England raised its 
rate and thereby attracted remittances from all over 
the world, which enabled it to supply New York with the 
means to tide over the crisis. The best illustration of the 
effectiveness of a rise in bank rate in turning the exchanges 
in our favour, however, occurred in the last days of July 
* December, 1919, and April, 1920. 
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and the first days of August, 1914. With the approach 
of war, every one in all the principal cities of the world 
who had claims elsewhere tried to realize them in terms 
of his own currency. All the financial centres of the 
world were trying to bring their balances home. The 
Bank of England raised its rate from 4 percent, to 10 per 
cent, in the course of a few days, and this was so effective 
that the exchanges went violently in favour of this 
country and remittances arrived from almost every 
foreign centre until the means of remittance were 
exhausted. 

I'he reason why the machinery does not work to-day 
as it did before August, 1914, is that war finance has 
altered entirely the conditions obtaining in the money 
market— how, we shall understand after we have dealt 
with the matter of paper rnoney and inflation. But 
it is possible to say here that the result of that alteration 
has been to destroy the two assumptions, on which the 
reasoning of this chapter has been based. I'he first of 
those assumptions was that English cuiTency was con- 
vertible into gold ; the second was that claims which 
London had on various financial centres could be realized 
in gold if necessary. Those assumptions were both true 
before the war, and neither is true to-day. The first 
is not true bearuse there is a legal prohibition on the 
export of gold, and gold is at a premium as compared with 
the paper pound. The second assumption falls because 
in all other financial centres, except New York, the 
export of gold is prohibited, and Berlin, Paris, Frankfort, 
and Rome have not the gold to send to discharge their 
liabilities to us. 



CHAPTER XI 


INFLATION 


Injlation of currency and inflation of credit — Reiation between 
the two -How both were bronglit about by war-tinance — 
Ways and Means Advances — Effect of intlation on prices 
and fixchange rates — Quantity Theory of Money. 

W E now come on to the last and most interesting 
section of the wltole subject — to the considera- 
tion, namely, of tlie sixth factor which causes 
exchange fluctuations, i.e. the depreciation of currency 
by the issue of paper money. Of all the disastrous 
effects of tlie war on finance and the foreign exchanges, 
tliat of the over-issue of paper money is tlie most funda- 
mental. This over -issue is bound up with what is known 
as inflation/' and it is necessary to be clear as to what 
is meant by that terra. There are two things which maj^ 
be inflated, credit and currency. Infiatioii of currency 
means an increase in the volume of currency without an 
equivalent increase in its gold backing or in the volume 
of other commodities represented by it. Inflation of 
credit means an increase in the volume of credit without 
any equivalent increase in either the gold basis or in the 
volume of commodities available. The relations between 
the inflation of currency and the inflation of credit have 
been the suliject of a great deal of technical discussion 
by specialists. In actual fact, the two diave always 
during the war period appeared together, like the high 
temperature and the congestion of the lungs in Spanish 
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influenza ; and the effect of the combination has been 
the depreciation of the currencies affected, i.e. their 
diminution in value in terms of gold and in terms of other 
currencies not so affected. 

On the whole it seems best to regard the inflation of 
cun'ency as the effect of the inflation of credit, the latter 
coming first in the order of cause and effect. Our 
problem is, then, twofold : (a) How did the inflation of 
credit arise, and how did that necessitate an inflation of 
currency ? and (6) given an inflation of currency, how 
does that depreciate the currency ? 

The inflation of credit we have described as the 
inci'ease in the volume of credit, i.e. purchasing power, 
in existence without a corresponding increase in the 
volume "of commodities on which the credit is based. 
The inflation of credit arose directly out of one of the 
methods of financing the war, and was adopted both in 
this and other countries. It was one of the results of 
the war finance. 

There are three ways, and three ways only, in which 
a war can be financed : taxation, borrowing, and 
inflation.* Taxation consists in the taking of purchasing 
power by the Government from private individuals. As 
a result of taxation the purchasing power of the individual 
is restricted to exactly the same extent as the purchasing 
}X)wer of the Government is increased. For every 5s. 
which the Government takes from us in income tax, we 
have 5$. less to spend. There is no inflation there, as 
there is no increase in the i>urchasing power. The second 
method of financing a war is borrowing : borrowing 
money which has been saved. When some of our more 
fortunate citizens, whose duties confined them to the 
home front during the war, subscribed for War Loan 
out of their" savings, they diminished their potential 
purchasing power by exactly the same extent as tliat 
* See Withers ; " War-Time Financial Problems,” Chapter III. 
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to which the Government’s purchasing power was 
increased by the transfer of the money for War Loan 
to the Government’s credit. There is no inflation' there, 
because once again there is no increase in purcha.sing 
power. The fact that there is no inflation in either of 
these cases does not of course mean that they are without 
injurious effect on the national welfare. In so far as the 
money taken from the taxpayer, or subscribed by the 
applicant for War Loan, would have been spent on 
personal luxury, no harm is done. The wealth is wasted, 
alike whether it is spent on munitions or in luxurious 
living. But it might have been spent in a manner which 
would liave ultimately increased the production of 
wealth. If, for example, instead of investing £ioo in 
War Loan, “ A ” had invested it in a cotton mill, the 
result of his expenditure ■would have been ultimately 
to increase the production of yarn or of piece-goods. As it 
was, the ;^ioo he subscribed to War Loan was spent by the 
Government in munitions, which were destroyed ■without 
producing any wealth. To the extent to which the 
money confiscated by taxation or subscribed to 
loans would otherwise have been applied to wealth 
production, to that extent such war finance is harmful. 
Our iioint here, however, is simply that in these cases 
there is no immediate increase in purcha.sing power 
relative to commodities, and consequently no immediate 
rise in prices. 

The third method of financing the war, by in- 
flation itself, is also operated by borrowing on the 
part of the Government, but by borrowing of a 
different kind. Inflation of credit in this country has 
taken place through the borrowing by the Government 
of purchasing power which did not exist. This ap- 
parently fantastic procedure took two different forms. 
The forms were different according as the Govern- 
ment borrowed the purchasing power which did not 
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exist from tlie joint-stock banks, or from the Bank 
of England. ‘ 

(«) Borrowing from the Joint-Stock Banks. — Consider- 
able pressure was put by the Government on the banks 
to induce them to subscribe for War Loan and to create 
credits which should be used to facilitate subscriptions 
from the banks' clients for War Loan. The banks 
accordingly drew on their balances at the Bank of 
England either to themselves subscribe for War Loan, 
or to create in their books credits out of which they could 
render to their clients the necessary overdrafts to enable 
those clients to subscribe. Government securities were 
issued to the banks and their clients, in exchange for 
which the Government received the purcliasing power 
represented by the banks’ former balances with the Bank 
of England. So far, there was mo inflation, because the 
increased spending power which the Government now 
had was compensated for by the decrease in the banks' 
balances at the Bank of England. The Government 
used the spending power thus put into its hands to pay 
contractors. The contractors paid in the drafts they 
received from the Government Departments to their own 
banking accounts. That increased the general volume 
of deposits which the joint-stock banks held. Out of 
that increased volume of deposits the joint-stock banks 
were able to replenish their balances at the Bank of 
England, which had been depleted in the first instance. 
The position then was that the banks’ balances at the 
Bank of England were as they were before : the con- 
tractors’ balances at their own banks were larger than 
they were before by exactly the amount of the increased 
spending pow'er which had been created. In other 
words, the amount of credit available, that is, the amount 

* See, on the three following paragraphs, Mr. McKenna’s 
speech at tlie annual meeting of the London Joint City and 
Midland Bank in 1920, reported in thb weekly press under date, 
January 31, 1920. 
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of purchasing power available, had been increased by 
the extent to which the War Loan had been paid for out 
of credit created for the purpose, such credit created for 
the purpose being represented among the banks and their 
clients by Government securities. There had been an 
increase in the total volume of purchasing power, against 
which there was no increase whatever in the total volume 
of commodities in existence. That, in the teims of our 
definition, constitutes inflation. This was the first way 
in winch inflation occurred. 

(h) Borroioing from the Bank of England . — The second 
way is worse. It consisted of borrowing by the Govern- 
ment from the Bank of England on Ways and Means 
advances. The procedure in this case was that the 
Bairk of England, instead of the joint-.sto(Tc banks, 
created an overdraft in favour of the Government, which 
drew on it to pay contractors. The contractors paid 
the drafts into their accounts at the banks, which as 
before increased the total volume of banking deposits. 
This enabled the joint-stock banks to increase their 
balances at the Bank of England. The difference from 
the previous method consisted in this : that in the 
second case the joint-stock banks’ balances had not 
been depleted at the commencement of the operation. 

In this case, therefore, at the conclusion oji the whole 
operation the position was that there had been an 
increase (i) in the total volume of the joint-stock banks’ 
balances at the Bank of England, and {ii) in the total 
volume of bank deposits. Now the joint-stock banks’ 
balances at the Bank of England constitute the funds 
on the basis of w'liich the joint-stock banks found their 
advances to customers. Therefore, wflicn their balances 
with the Bank of England were increased, the banks 
were in a position to make more advan'ces than they 
had made before, so that in this case the inflation wEich 
finally resulted from tfie borrowing by the Government 
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from the Bank of England was two-fold. There was an 
increase in the volume of banking deposits to the credit 
of the gbieral public, and secondly there was an increase 
in the credit facilities which the joint-stock banks were 
able to grant. In other words, the dose of inflation 
under this second procedure was a double one, and not 
as in the first case a single dose. In both cases the result 
was to create an increase in the total volume of purchas- 
ing power available with no corresponding increase in 
the production of commodities. 

We are now able to understand why the inflation of 
credit, as described above, brought in its trail an inflation 
of the currency. Many of the cheques which the con- 
tractors drew on their balances with the banks had to 
be* paid in the form of £j notes, because the money was 
required for paying wages. TheTanks therefore required 
an additional stock of Bradburys. They got them by 
drawing on their balances at the Bank of England. A 
certain amount, corresponding of course to the quantity 
of Bradburys they required, was transferred in the books 
of the Bank of England from the credit of the bank in 
question to the credit of the currency note account, 
and the Bradburys were then issued to the banks. Such 
was the actual procedure whereby the currency note 
was put into circulation. The issue of paper money 
is seen to be an adjunct to the inflation of credit, but an 
indispensalflc adjunct in the sense that only by that 
means could the additional purchasing power created 
be made effective. The volume of currency had been 
increased without any corresponding increase in the 
volume of commodities. But it is well to remember 
that, as Mr. McKenna has put it, “ currency notes are 
not so much the effective cause of the rise in prices, but 
rather the rain^auge that measures the quantity of rain.” 
The whole of this question of inflation of credit and 
inflation of currency can best be studied in detail in two 
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documents. The first is the Cunliffe Committee Report 
issued in 1919, and obtainable at H.M. Stationery Office, 
and the second is the report of Mr. McKenna’s speech 
at the annual meeting of the London Joint City and 
Midland Bank in 1920.1 

Having seen how war finance brought about the 
inflation of credit, and how that in turn caused inflation 
of cun'ency, we proceed to the second of the two 
questions we asked at the beginning of this chapter ; 
the effect of the inflation of the currency on the 
exchanges. 

That effect is merely part of the general effect of the 
inflation of the currency on its value. The value of a 
currency can be expressed in two ways : in prices, wliich 
represent its exchange value at home ; and in exchange 
rates, which represent "its value abroad. The general 
effect of the inflation of the currency was to bring about 
a decline in its value. That decline was expressed in 
(a) a rise in prices, i.e. the necessity to give more currency 
in exchange for given commodities ; and {b) a decline 
in its foreign exchange value in terms of the dollar, i.e. 
a decline in the number of dollars which liad to be given 
up for one pound. The reason why other foreign 
exchange rates have not shown the same features is 
that other foreign currencies have been subject to the 
same influences as our own, many of them to a much 
greater degree. 

The relation between the volume of currency and its 
value is given by what is known as 'the " Quantity 
Theory of Money.” The quantity theory of money is 
in effect this : given that at a certain time there exists 
a certain volume of commodities and a certain volume of 

1 There is also a useful article in the " Tim'es Trade Supple- 
ment ’’ of May 28, 1921, by Frank Morrison, headed " Inflation," 
and a dptailed study of tl.e whole subject in Prof. Pigou's " The 
Political Economy of War." 
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money, there will be an equation between the two 
representing the number of units of money that have 
to be given for a certain unit of commodity value. If, 
while the volume of commodities remains unchanged, 
the volume of money increases, then the number of 
units of money that will have to be given in exchange 
for the same unit of commodity value will also increase. 
That is the quantity theory of money. As expressed, 
it would be accepted as correct by economists generally. 
Criticisms are sometimes directed against the theory, but 
on examination it will be found that they do not affect 
the theory as stated above. One line of criticism, for 
example, depends upon the meaning of the word ‘ ‘ money. ’ ' 
Money, in the sense we are using it, * is not the same as 
currency"; we take money in the general sense of pur- 
chasing power. Another line of criticism can be directed 
against the quantity theory of money if it is stated in 
the form set out some time ago in a financial journal : 
“ If with a given quantity of money and a given quantity 
of goods the price of the latter be loo, then with an 
increase of 50 per cent, in the quantity of money, the 
price of the goods will be advanced in a like ratio, or if 
the operation be reversed, the percentage will fall in a 
like ratio." It is by no means certain that where there 
is an increase in the volume of money and no equivalent 
increase in the volume of goods, prices will rise in the 
same ratio. The ratio between the increase in prices 
and the increase in the volume of currency depends 
upon the way in which inflation has occurred and 
on the velocity of circulation of the currency, i.e. the 
rate at which currency units pass from hand to hand. 
What is certain is that an increase in the volume of 
currency causes an increase in the general price level. 
The number of units of currency which have to be given 
up in exchange for a given , block of commodities 
^ See Chapter 1. 
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increases, i.e. the value of the cumjncy unit declines. 
The increase in the supply of these units has brought 
about a decline in their value. This decline in value 
will be expressed, not only in terms of commodity prices, 
but also in tenns of foreign exchange rates, unless the 
same causes which have caused a decline in the value of 
the currency here have been operative at the same time 
elsewhere to the same or to a greater extent. 

Such was the process according to the quantity theory 
of money, which is not merely a tlieory but a description 
of what has actually happened in this and other countries 
during the war, and in other countries since. It can 
be, and has been, proved dozens of times by various 
sets of figures. 

(1) In the spring of 1920, the Belgian Minister of 
Finance, in reviewing ‘the financial position of that 
country, remai'ked on the fact that although (he was 
comparing the Belgian trade balances of January and 
February) in January Belgian exports only just balanced 
their imports, while in Februaiy exports were 65,000,000 
francs as against 44,000,000 francs in January, still the 
exchange had continued to go against Belgium. F'rom 
that he drew the conclusion that the country’s exchange 
position was not entirely dependent upon its balance of 
trade. The explanation why a favourable trade balance 
had been accompanied by a decline in the rate of exchange 
was that during this period Belgium had continued to 
increase her uncovered note circulation. 

(2) There is an official publication by the Government 
of this country. Command Paper 434 of 1920, table 3 of 
which compares the expansion of the eleven principal 
countries’ currencies with their rates of exchange on 
London. The table shows that the average expansion 
of the currencies as compared to the United Kingdom, 
which is taken as 100, i,? 133 '5, while the average rate of 
exchange per cent, of parity of those countries on London 
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is I34'i. In other words, the decline in those countries’ 
rates of exchange practically coincides with the expansion 
of their' paper currency. ^ Similarly, statistics relating 
to the note issue of the countries engaged in the war 
follow, very broadly speaking, the same curve as is 
described by price curves. It will be remembered that 
the great rise in prices in this country took place during 
the last two years of the war, and the greatest expansion 
of the Treasury note circulation took place also during 
this same period. It was in the summer of 1916 that the 
over-issue of paper money began to assume large pro- 
portions, and it was following that time that the rise in 
prices ceased to be an ordinary rise, and became a series of 
jumps. The same connexion between inflation and the 
rise in prices was observed in Germany. There is in fact 
a considerable parallelism betwf;en the financial history 
of this country and of Germany during the war. Taxa- 
tion, indeed, played a much greater part in Britain than 
it could possil3ly do in Germany, by reason, in the latter 
case, of the limited powers of the Federal Government 
in regard to direct taxation, the falling-off of indirect 
taxatiem owing to the blockade, and the smaller volume 
of accumulated liquid resources. But in both cases there 
was the supersession of the customary foreign exchange- 
operations .by credits arranged, in the case of Germany, 
with the European neutrals. In both cases, moreover, 
the groat volume of war-time inflation occurred after the 
close of igi6. In 1918-1919 the German Revolution 
and the Peace -conditions differentiated the two processes 
by creating political conditions which rendered possible 
the stopping of inflation in this country while partly 
favouring and partly necessitating its continuance in 
Germany. 

It is clear that inflation of credit, accompanied by the 

1 The point was made by Mr. H. IIs, O'Farrell in the " Sunday 
Times ” of April 6, 1920. 
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increase of inconvertible paper currency, leads to a 
depreciation of exchange values in terms of currencies 
not subject to the same degree of inflation. 

We have next to examine how far the decline in a 
cunencies exchange value, due to inflation, is likely 
to go. 



CHAPTER XII 


PURCHASING POWER PARITY 

Different methods of increasing volume of currency — Convertible 
and inconvertible paper — Gold shipments and world prices — 
Purchasing power and exchange value — Piircliasing power 
parity — Price- levels and exchange rates — Limitations of the 
theory of purchasing power parity. 

I T will have been observed^ that in speaking of the 
depreciation of the exchanges due to inflation we 
have been careful to speak of the increase of ** incon- 
vertible paper currency. In dealing with the effects 
on the exchanges of an increase in the volume of currency 
it is necessary to distinguish between an increase due on 
one hand to putting into circulation additional gold or 
paper convertible into gold, and an increase due on the 
other hand to tlie issue of inconvertible paper. It is 
true that in both cases the quantity theory applies and 
prices rise.- But in the first case the exchanges are not 
affected, while in thti second they are. This distinction 
and tlie reason for it are vital to the elucidation of the 
problem how far a decline in exchange values due to 
inflation is likely to go. 

From i8g6 to 1914 the volume of gold in existence was 
increased by reason of the exploitation of the Rand Mines, 
and owing to that increase in the volume of gold, and of 
the credit based on it, prices rose steadily during this 
period. But the exchange value of our currency did not 
decline. The war-time increae^es in the volume of 
currency, on the other hand, consisted of inconvertible 
10 145 
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go is a matter which would appear not to be susceptible 
of exact determination. During the war, the exchanges 
were kept in a state of suspended animation. Since the 
war, the principal example of a depreciated currency, 
the mark, has been rendered invalid for the purposes of 
this reasoning by the fact that its movements have 
been mainly dependent on political factors and on 
reparation payments. In the case of every currency, 
many factors other than inflation have been at work on 
the exchanges, just as they have on prices. But it seems 
safe to say that inflation will depreciate the exchange value 
of a currency to at least the extent to which it raises prices.* 
Its influence on exchange value may be greater than on 
prices, since the element of apprehension, of discounting 
an unfavourable future, plays a larger part in exchange 
transactions conducted with or betw'een foreigners than 
it does in determining commodity prices at home. The 
exchange value, in other words, will depend not only 
on its actual purchasing power but on its potential 
purchasing power, that is to say, the purchasing power 
which exchange dealei's believe it will have in the near 
future. Its value is the measure of the goods that it 
is expected to be able to buy. Where a country is not 
producing any goods, the value goes down to nil, as it 
has done in Russia. The activities of speculators in the 
currencies of the various European countries simply 
amounts to the discounting beforehand of the prob- 
abilities in regard to the purchasing power of the paper 
currencies. The contiimed increase of paper money thus 
produces on exchange rates certainly the same effects as 
it does on home prices ; and may have another, secondary, 
effect in low'ering the credit of the issuing country. 

The first statement generalizes what has occurred, 
as a result of the war, to the currencies of -the European 

* See article by Prof. J-jVI. Keynes in “Mancliester Guardian ” 
Commeroial Reconstruction Number i. 
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countries as compared with that of the United States. 
Its truth is best illustrated by measuring the depre- 
ciation. of the gold sovereign in terms of the paper 
pound, which will be found to be also the measure of the 
depreciation of the Anglo-American Exchange. Before 
the war the price of gold was fixed, as the Mint would 
always buy it at 85s. per oz. of fine gold. English 
standard gold was iith fine, and was therefore accordingly 
bought at 77s. io|d. per oz. On a given day in 1922 the 
price of gold was 95s. per oz. The price therefore of 
one ounce of standard gold, i.e. of 480 grains, was 
ii X 95. In a gold sovereign there are 123-2 grains of 
gold. Therefore the price of the gold in a gold 
sovereign in terms of our present-day currency was : 


II X 95 X 123-2 
12 X 480 


, = ' 2 2 -373., 


i.e. the paper pound had depreciated 2-373. on every 
22-373. or nearly io-6 per cent. On the same day the 
dollar was quoted at 4-36, i.e. a depreciation, when 
comparison is made with par value, of -51 for every 
4-87, or nearly 10-5 per cent. Similarly, about a year 
ago, when the dollar rate was 3-88, the price of fine 
gold was £5 6s. 8d. per oz., so that the depreciation at 
that time was in each case about 20 per cent. 

A comparison ^ again, of the prices in Italian paper 
lire of (a) the pound sterling and (b) 100 gold lire, made 
in March, 1920, when the pound sterling was relatively 
stable, showed that the two sets of prices were following 
the same curve. The figures show-ed that the depreciation 
of the paper lire, measured in terms of (a) the gold lire 
and of (b) the stable pound sterling, was roughly the same 
in both cases. 

It is this inflation, which, more than anything else, 


* The Tables are given in “ Anglo-Italian Review ’ of March, 
1920. 
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is the cause of the present situation of the European 
exchanges. This country, although it has changed its 
currency from gold to one of inconvertible paper, has 
nevertheless over-issued paper money less than any 
other important gold-currency country in tlie world 
except the United States. The result is that on the one 
hand this country’s currency in terms of tlie dollar has 
declined in value, and on the other hand that in terms 
of other countries’ currencies it has appreciated, not 
because it itself has increased its intrinsic value, but 
because tlie otlier countries have ovci-issued paper 
money to a greater extent. Tlie League of Nations 
published some very interesting economic memoranda 
in 1920, showing that at that time the principal countries 
of the world, exclusive of Russia, had increa.sed their 
note-circulation eight times over. That conveys an 
idea of the extent to which inconvertible paper money 
had taken the place of gold as the basis of tlie principal 
currencies of the world. Since then, the output of 
inconvertible paper has increased. 

The element of theoretical reasoning which surrounds 
the exact relations between inflation, the exchanges, 
and prices must not be allowed to obscure the fact, 
which is as well established as anything in economics 
can be, that inflation causes enormous rises in prices 
and declines in exchange values. 

It follows that the exchange fluctuations of inflated 
currencies present quite a different problem from those 
of pre-war days. They can no longer be correlated to 
Mint Par, which assumes convertibility into gold. Our 
post-war experience is so varied that it is difficult to 
generalize from it. It seems that the present-day ex- 
changes tend to move about anew par called " Purchasing 
Power Parity.”^ The old Mint Par was obtained by 

' The following explanation of purchasing power parity is based 
on the article by Prof. J. Keyne.s previously cited. 
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comparing the amounts of gold which two standard 
coins represented. The new purchasing power parity is 
obtained by comparing prices in the two countries in 
question We find that a certain block of commodities 
can, after making certain allowances, be purchased in 
England for so many pounds and in Germany for so 
manj'^ marks. The division of tliat number of marks by 
the corresponding number of pounds gives as quotient a 
figure which represents the number of marks which a 
pound is worth in terms of purchasing power. Purchas- 
ing power parity, in other words, gives the exchange 
value of one currency in terms of another by means 
of an eqtiation based on the prices obtaining in the 
two countries in question for certain kinds of goods. 
IVI^nt Par was a comparison of quantities of gold ; 
purchasing power parity is a coiliparison of certain kinds 
of commodity prices. 

So far everything is straightforward enough ; the 
difficulties occur in determining the two price levels to 
be compaied. It will liave been observed that in 
describing these price levels we made use of two 
qualifications. The price levels in (}uestion {a) were those 
of "certain kinds of goods”; and {b) the.se prices were 
to be compared " after making certain allowances.” 

As regards (a), the price levels compared are not the 
general price levels of the two countries, but the price 
Iev(;ls in those countries of the goods entering into 
international trade. Goods and services produced at 
home for domestic consumption do not in either case 
enter into the calculation. The prices of, e.g., houses are 
excluded ; so also are rail freights. The reason for this 
qualification is that a person, e.g. outside Germany, 
liolding marks can only exercise the purchasing power 
of his marks On goods which it is legally and practically 
possible to import from Germar\y, i.e. on some portion 
of the goods entering into international trade. ■ 
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As regards (b), in calculating the price level of the 
goods entering into international trade, allowance has 
to be made for freights, customs duties, and import and 
export prohibitions and regulations, for whether such 
prohibitions and regulations are made by governments or 
by organizations of producers or sellers, they may create 
artificial differences between home and export prices. 

The price levels from the comparison of which the 
purchasing power parity between two ocuntries is 
obtained are thus differentiated from the general price 
levels obtaining in those countries, (a) by being restricted 
to the goods entering into international trade, and (b) by 
being subject to the adjustment described above. The 
equation between the two price levels so determined 
gives a new parity, round about which actual fates will 
fluctuate, as in pre-w^r days they fluctuated round 
Mint Par. 

Why must this new equilibrium be established ? Why 
must tin.' exchange values of a currency approximate, 
sooner or later, to purchasing power parity ? 

Suppose exchange values are lower — e.g. suppose 
the Berlin exchange rate to be Mk. 2,200 —£i and the 
purchasing power parity to be Mk. 2,000 == £1. The 
latter equation means that the price of a certain quantity 
of goods, after making the necessary allqwances for 
freights and duties, etc., is £i or Mk. 2,000. Now' the 

cost of Mk. 2,000 is — i8‘i 82 shillings. The holder 

of sterling, accordingly, can by expending‘18182 shillings 
buy Mk. 2,000, which will purchase a quantity of goods 
wliich he can sell for £1, thereby making an exchange 
profit — in addition to whatever trading profit he may 
make — of i-8i2 shillings on every pound. In such 
circumstances a demand will be set up for marks, and 
this demand, providing no other factors intervene, will 
send up their value. The demand will continue so long 
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as the exchange value is less than purchasing power 
parity. On the other hand, suppose the exchange value 
of the currency to be higher than its purchasing power 
parity. In that case holders of the currency will exchange 
it for other currencies which command greater quantities 
of goods than do their own ; and this selling will diminish 
exchange value. The reasoning is the same as in the 
previous case applied in the reverse direction. The 
selling pressure will continue until the exchange value 
of the cxirrency in question has declined to a point where 
the amount of the foreign currency exchanged for it will 
purchase only the same quantity of goods as are pur- 
chasable by itself, i.e. until purchasing power parity is 
reached. 

, This’ reasoning wall incidentally have illustrated why, 
in calculating purcha.sing power parity, it is necessary 
to take the price levels of the goods entering into inter- 
national trade, and to make the allowances set out under 
(b) above. 

It will further be noted that these processes are what 
will take place provided no other factors intervene. It 
may happen on occasion that the exchange rate between 
two countries, as actually quoted, does not in fact 
approximate to purchasing power parity. In that case 
it is certain that there will be alterations in either the 
price levels in q^restion — ^in one or both — or in the 
exchange rate, or in both ; and that as a result purchasing 
power parity and the exchange rate will approximately 
coincide. It’ may be that at the minute the exchange 
value of one of the currencies is depressed by political 
apprehensions ; these turn out to be ill-founded, and 
exchange values will then rise, for the reasons described 
above, until rates correspond with pxirchasing power 
parity. In 'this case it has been the exchange rate which 
has adjusted it.self to the price Uvel. On the other hand, 
political events, reparations payments or 'war-debt 
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repayments may cause the exchange \xilues of the 
currency affected permanently to decline. Once again 
there will be a gap between exchange rates and purcJiasing 
power parity. On this occasion the tendency for the 
e.\change rate to improve in tlie manner described above 
is overborne by the effect of the blow dealt at the country’s 
credit, wealth, or productive capacity. As therefore the 
decline in exchange values is permanent, imports will 
cost more and prices rise. The prices of the goods 
entering into international trade will rise until they 
reach tlie cost of replacement under tlie new conditions, 
i.e. until they reach world-prices. In this way a new 
pru'chasing power parity is reached which corresponds 
with exchange rates. In tliis sequence of events, which 
has happened more than once since the war in Germany, 
it is tlie price level wlifch has adjusted itself to the 
exchange rate. Finally, it is conceivable that at a given 
moment the exchange rate, having suffered a permanent 
decline by reason of political events, might be temporarily 
depressed still further by apprehension wliich ultimately 
turns out to be ill-founded, while the price level had not 
yet felt the full force of the permanent decline. In this 
event the price level would still be rising while the 
exchange rate was recovering. The exchange rate and 
purchasing power parity would then be moving towards 
one anothc;r. This process would continue', for the 
reasons described above, until they approximately 
coincided. In this case both the price level and the 
excliange rate have adjusted themselves the one to the 
other. 

Such, in very broad outline, is the doctrine of pur- 
cha.sing power parity. Its practical utility evidently is 
restricted by the neces.sity of limiting the price levels 
taken into consideration to those of the ’goods which 
enter into intemationalj trade. Attempts to correlate 
the general price levels with exchange rates assume that 
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the general price level in a country rises and falls in the 
same manner as the prices of the goods entering into 
international trade. This assumption may onlj' be time, 
at any given moment of time, to a limited and uncertain 
extent, as the divergence between the internal and the 
external value of the mark between 1920 and 1922 fully 
illustrates.' To calculate, in any given case, how far 
the general price level is subject to influences which are 
not operative on the prices of the goods which enter into 
international trade is evidently an extremety difficult 
matter. I'he tlicory of purchasing power jiarity cannot 
accordingly be applied to the genci'al price level as 
determined by e.g. the Board of Trade Index Number 
of whole.sale prices or the Laliour Ministry’s Index 
Number of retail prices. The practical utility of the 
tfieory is thus limited, but iff nevertheless provides a 
useful general guide to the post-war movements of tiu; 
exchanges. 

Purchasing power parity, \mlike mint par, is a variable 
figure : it varies with piice levels. Birfore the war, 
price levels were limited in their movements by the same 
factor which limited the movements of exchangf? rates : 
the ixissibiiity of shipping gold. Iriices expressed in 
terms of national cunencics were in reality gold prices, 
for these currencies represented a claim to gold which 
could be ertforced. . Alterations in prices were accordingly 
alterations in gold prices. Such alterations were both 
gradual, siirce the supply of gold cannot suddenly be 
increased, an4 common to all gold-using countries, by 
reason of the possibility of shipping golcl. An increase 
in prices in any one centre would mean the export of 
gold to other centres where prices were lower, i.e. where 
gold would purchase more ; and the le.ssening of the 

^In June, 19^2, when general prices in Germany were very 
low when translated into sterling, th| price of a suit of clothes 
was higher than the corresponding price in England. . 
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supply of gold in the first centre reduced the credit based 
on it and caused prices there to fall again. The extent 
to which the relation of price levels to each other could 
alter was fixed therefore by the Gold Points. To-day, 
the possibility of shipping gold no longer remains. The 
countries with currencies of low value do not possess 
sufficient to ship, about half the world's available 
supply being already in the U.S.A. Currencies have lost 
their gold value, and prices and hence purchasing power 
parities depend on a number of variable factors sucli as 
the extent of industrial and agricultural production and 
the cpiantity of paper money a government prints. 
Many purchasing power parities have accordingly been 
separated from the Gold Points for an indefinite period. 
The only question now is whether they — and the exchange 
rates which tend to fluctuate about them — can be 
stabilized so as to avoid the tremendous fluctuations 
of recent years. But the issue of stabilizing rates is best 
left until we have considered in detail the causes and 
course of post-war fluctuations. 
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THE MARK 

Decline up to Sept., 1921 — IMockade — Peace terms — Costs of 
Army of Occupation — Revolutionary outbreaks — Decline 
up to August, 1922 — Reparations — C^^al deliveries — Upper 
Silesia — Failure of loan nejgotiations — Threats of French 
aggression — Increase in note circulation frequently effect, as 
well as cause, of decline in value of mark — Illusory nature 
of German export boom — ^Unfavourable trade balance — 
Effect of Reparations policy. 

T he effects on the exchanges of the outbreak of 
tlie war in 1914 have already been brieliy referred 
to ; 1 and also the war-time expedients for 
pegging the Anglo-American rate.* During the war, 
all the exchanges remained in a state of suspended 
animation b}'^ reason of the control exercised in the 
belhgerent countries over payments abroad. No doubt 
the artificial equilibrium thus maintained a.ssisted con- 
siderably in obscuring the extent to which the economic 
basis of European civilization was being shattered. 

In 1919 the exchanges were generally decontrolled, and 
the course followed since the artificial equilibrium of the 
war-years ended has registered the effects of the war and 
the resulting tenns of peace on the economic health of 
the countries concerned. Certain of the more important 
of the movements and their significance will be considered 
in the next chapter. Here it is intended to examine the 
^ Chapter X.' For a full account, see Withers : “ The War 
and Lombard Street." > 

* Chapter VIII. 

*57 
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course of the German mark up to August, 1922, at which 
time it iiad become evident that this currency was follow- 
ing in the wake of the Polish mark and the Austrian krone. 
The case of the mark is worthy of especial attention by 
reason of the fact that before the war Germany was the 
greatest industrial Power on the Continent and that the 
devaluation of the mark {die Enhmrtung der Mark) has 
profoundly affected the welfare of this country both 
directly and indirectly, bearing as it does a share of 
responsibility for the unemployment existing here. 

From about 80 after the signattire of the Peace Treaty, 
the mark went up to 180 by December, 1919. In the 
.spring of 1920 it declined furtlxer to aboxit 270, recovered 
in the summer to about 135, and then fell away again 
fairly steadily to between 350 and 400 in September, 
1921. The causes of this decline up to September, 19^1, 
may be outlined as follows : 

(1) The war left Gennany terribly weakened. The 
disastrous effects of the blockade have not been fully 
realized outside Central and Eastern Europe. Unable 
to import on any large scale, the war was conducted 
mainly out of Germany’s own resources. When the 
Armistice and the Revolution came, Germany was 
drained of all kinds of goods. Food and raw materials 
had to be imported ; also a large quantity of manufac- 
tured goods which she herself could not produce until 
her people had recovered a little from semi-starvation, 
her factories restarted and her transport repaired. 

(2) 'I'he Peace Treaty took away large and rich terri- 
tories, such as the Saar coalfields, the Lorraine iron and 
the Alsace potash deposits, as well as the com and 
potato-producing lands of Posen and West Prussia. 
Further, large deliveries of coal have continuously to be 
made by Germany to France, and also to Belgium and 
Italy. A large number of cows had also to be surrendered 
to France. The result of all this was that materials 
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which before were exported had now to be imported ; 
food formerly produced at home had to be bought abroad. 

(3) The Peace Treaty also took away the mercantile 
fleet, so that freights had to be paid in foreign cuiTency. 

(4) The Peace Treaty further hampered German exports 
by de.stroying German trading connexions. 

(5) A large army of occupation and numerous expen- 
sive Allied commi.ssions were quartered on Germany, while 
.she also had to compensate her own nationals who.se 
property overseas had been .seized by the Allied Powers. 

(6) I'he revolutionary outbreaks dissipated still further 
Germany’s slender resources. Nor have the revolutionary 
Gov'crnments been immune from the extravagance; in 
officialdom and the subsidizing of favoured classes of 
tlu; population, which has been one of the universal 
consequences of the war. 

The cumulative effects of these factors were (a) to 
necessitate large purchases of foreign cuirency, and (d) 
to render the German Government unable to meet its 
obligations .save by the printing of paper money. Tlie 
more paper money was printed, the more the mark 
declined in value abroad and at home ; the more the 
value declined, the more marks were required to purchase 
foreign currencies or home manufactures and labour, and 
the liigher, therefore, became the Government’s expendi- 
ture ; whereupon nlore marks were printed. The mark, 
in the grip of tlie jagged teeth of the vicious circle, con- 
tinued to decline, but, taken over a period, in a more or 
less steady fa.shion until the autumn of 1921. Then its 
movements became as follows ; 


1921. — ^November 30th 

December ist 
' ,, 31st 

1922. — January 31st - 

February 28th 


% 


940-1,050 
700 - 805 
768- 774 
835- 864 
990-1,017 
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- 
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April 29th 

- 
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- 
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May 31st 

- 
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- 

0 
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H 

June 22nd 

- 

- 

- 
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24 th 

- 

• 
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„ 26 th 



- 
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0^ 
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July ist 

- 

- 

- 

1,680-1,800 

„ 2nd 

- 

- 

- 

1,760-1,945 

,, 8 th 


- 

- 

2,300-2,450 


- 

“ 

- 

1.930-1,990 

,, 22nd 

*• 

- 

- 

2,210-2,250 

August ist 

- 

- 

- 

2,690-3,010 

' „ 8th 

- 

- 

- 

3.240-3.405 

,, 14th 

- 

- 

- 

3.540-3.780 

15th 

- 

- 


4,050-4,620 


The causes of this catastrophic fall are not difficult 
to trace. Unfortunately discussion of these economic 
phenomena has been obscured by political bias, which has 
ascribed the fall to the deliberate design of the German 
Government, motived by the desire either to place an 
artificial premmm on Germany’s export trade, or to 
create a situation in which the plea of poverty could be 
put forw^ard to secure a remission of reparatiop payments, 
or by both intentions. So far as the first intention is 
concerned, we have already disclosed the fallacies of the 
argument, ^ and it w'ould be childish to suppose that the 
fallacies are not known to the German financial authori- 
ties. If a depreciating exchange were of lasting benefit 
to the export trade, w'e and every other nation should 
obviously set about depreciating our own currencies as 
fast as possible. As regards the second intention alleged, 
it is hard to believe that statesmen would’ put any hope 
in so transparent a n^anoeuvre, still more difficult to 
See Chapter VII cn the Balance of Trade. 
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believe that on such a slender chance of success they 
would risk plunging their own country into a social 
cataclysm. For that is what a continually depreciating 
currency brings in its train. By annihilating alike the 
savings of years and the highest rises in wages, it brings 
discontent to the point of revolution. What rising prices 
mean in the way of social difficulties we experienced in 
this country in 1919-20 ; and prices here rose slowly 
and steadily compared with what has been happening in 
Gexinany. 

The idea that the depreciation of the mark has been 
deliberate is not only a priori too absurd to be believed 
by any intelligent person, but it is finally discredited by 
the actual historical sequence in which events occurred. 
There have been adequate and sufficient reasons for 
depreciation in the economic conditions obtaining. 

In detail, the causes of this catastrephic fall are as 
follows : First, the Indemnity Policy imposed by the 
allied French and British Governments. The latter 
imposed the payment of large sums of money by way of 
indemnities from Germany, and as German currency was 
an altogether fluctuating quantitjq and as most other 
European currencies were in a like condition, it was 
decided that Germany must pay the indemnity in one 
of two ways, either in gold or dollars. Now, of course, 
Germany had not the gold, and therefore it meant that 
Germany must buy dollars, and spend marks in buying 
them. The dollars which they bought were not used for 
the ijurpose ofi paying for imports into Gei'many, which 
would be manufactured up and sent out again, but were 
simply handed over to the Governments of France and 
Enghand. That meant that on the foreign exchange 
market there was suddenly a huge influx of marks. The 
result was wfiat is always the result when the supply of 
one commodity is suddenly increased in terms of another : 
the value of the mark went down. 


II 
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The second cause is to be found in the decision of the 
Allies, promulgated in the autumn of 1921, to give a 
large portion of Upper Silesia to Poland. In the Germany 
of 1914 there were three great coalfields : the Saar Valley, 
the Ruhr Valley, and the Upper Silesian coalfield. Of 
these three, the Saar Valley had been previously trans- 
ferred to France, the Ruhr Valley was partly occupied 
in providing large quantities of coal to France at a price 
far below the wwld-market price. The third was now 
handed over to Poland, together with a large portion of the 
industrial area of Upper Silesia. We have seen that 
the value of a country’s currency to-day is based on what 
the country produces, or on its ability to produce at all. 
Taking away Upper Silesia reduced Germany’s ability 
to produce, consequently the mark fell at once. The 
date on which the mark began its catastrophic fall in the 
autumn of 1921 coincided exactly with the date on which 
the news was received in Berlin that the decision in regard 
to Upper Silesia was going to be enforced. 

The December, 1921, recovery of the mark was 
apparently due to hopes raised by the Washington 
Conference and by rumours of a credit to Germany to be 
ananged in London. The catastrophic fall from March, 
1922, onward has been due to : (a) further far-reaching 
demands made by the Reparations Commission which 
involve foreign control over Germany’s finances, control 
comparable to the kind exercised in Turkey (b) the 
failure, owing to French opposition, of the negotiations 
for a loan ; (c) the standing likelihood oF French aggres- 
sion against Germany’s only remaining coalfield, the 
Ruhr Valley ; {d) as a result of the continually rising 
prices, the instability of German political and social life. 
These conditions have lowered German credit still further 
andj have deprived public opinion of any' confidence in 
the*^^ financial future df the country. The indemnity 
policy and the taking away of mineral and agricultural 
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land have had a continuous and cumulative effect ; the 
economic position of Germany has become increasingly 
unsound and the mark increasingly weak. It is worthy 
of note that, as Mr. Keynes has pointed out, on occasion 
the increase in the note circulation has been not the cause 
but the effect of the decline in value of the mark. The 
order of causation has frequently been that jwlitical 
causes have sent down the value of the mark ; the 
consequent rises in wages and prices have increased the 
German Government’s expenses and rendered it unable 
to meet its short-term obligations (Treasury bills) as they 
mature ; hence it has printed notes to meet the deficit. 

Why, it may be asked, has not the activity of German 
workshops in ig20--22 redressed the balance ? Because 
tlV' Gertnan " boom ” is far more illusory than the 
English boom of 1920. Up to August, 1922, Germany’s 
trade balance has remained unfavourable. She is import- 
ing more than she is exporting. So many mineral and 
other resources have been taken away from her, the 
quantity of food and raw materials required to be 
imported is still so great, ^ that on the latest figures 
available her trade balance still shows a deficit, and this 
in spite of the limitation of consumption enforced on the 
mass of the German people. The confiscation of German 
shipping and oversea investments means that there are 
no “ invisible exporte ” to offset this deficit, as is the case 
in Englahd and was the case in Germany prior to the war. 
Germany, that is, in spite of her industrial activity, is not 
paying her way — altogether apart from reparations 
payments. 

The indemnity, however, can ultimately be paid only 
in goods. If it is insisted that Germany pays in gold or 

' The coal dpliveries insisted on by France are so large that 
Germany, previously a coal-exporting country, has now, after 
losing the Saar and Silesian coalfiel®, to import coal and pay 
for it in foreign currency. 
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in dollars, she can only obtain them by selling goods to 
other countries. The payment of an indexnnity implies, 
even apart from the devaluation of tlie mark, a 'surplus 
of exports, i.e. a big exjxort trade. This, in turn, in a 
world whose buying power is diminished, implies 
unemployment elsewhere. But as, in spite of Germany’s 
industrial activity, her exports do not provide a surplus 
over her imports, it follows that to buy the dollars insisted 
uprm it is necessary to print notes to pay for them, and 
thus continually to diminish the value of the mark. The 
resulting artificial cheapening of German export prices 
provides an example of the limited benefit of a deprecia- 
ting exchange.' If an English price in pounds and a 
German price in marks, quoted on 'I'uesday to a Dutch 
buyer, work out the same in florins, and on Thursday he 
finds he can get one-tlurd more marks for his florins than 
he could on Tuesdaj', his price has been reduced by 
33 1 cent., and in that case, of course, the quality of 
the article being equal, he buys the German goods. The 
price in German marks is the same, but the price to him 
has gone down. A market is thereby provided for 
German goods to the exclusion of others. At the .same 
time the devaluation of the mark makes imports into 
Gennanv dearer, and thereby makes still more impossible 
the bridging of the gulf between imports and exports. 
German prices are always approximating upwards to 
world-prices, and sometimes reacli them, as was the case, 
e.g. early in 1922, in the paper trade. But then some 
political cause causes the mark to depreciate and sets the 
whole process in motion again. The German economy 
is gripped by the jagged teeth of the vicious circle. It 
draws the British economy "wnth it, and that in two ways ; 

First, Germany was before the war not only Britain’s 
second largest customer, but also a large* customer of 
many countries which ijt turn bought from Britain. A 
* Sec Chapter VII. 
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Chilean nitrate exporter, a Brazilian coilee exporter, 
would emplo}^ the funds received from their sales to 
Hamburg in purchasing piece goods from Manchester. 
To-day, the devaluation of the mark has largely destroyed 
German purchasing power, and German imports have to be 
restricted to food and essential raw materials. She can buy 
neither from us. Our own oversea customers, who can no 
longer sell to Germany, are no longer able to l;my from us. 

Secondly, the volume of cheap exports which Germany 
sends out rests on the economic basis of low wages. The 
devaluation of the mark proceeds alike in terms of foreign 
currencies and in terms of commodities, though not to 
the same extent. Prices have risen to an enormous 
extent, wages and salaries to nothing like that extent. 
Real wages are far below what they were before the war ; 
salaries, in terms of what they will buy, are at starvation 
rates. In June, 1922, prices had risen in the case of 
foodstuffs between 60 and 70 times the pre-war figures ; 
in tlie case of clotliing between 80 and 100 times. Wages 
had risen on an average about 25 times ; the middle grade 
of salaries on an average between 15 and 18 times ; higher 
salaries between 7 and ii times ; fixed incomes, of course, 
not at all. ^ The result is that wage-earners have a lower 
standard of life than before the war and the middle classes 
a very much lower standard, while middle-class people 
with small fixed incomes are destitute. Every further 

^ The above figure-s are quoted from an article by Mr. H. N. 
Brailsi'ord in the “ Nation " of July 15, 1922. They were 
originally given by the Prussian Premier to the Landtag, and 
their accurac}' is, in Mr. Brailsford’s experienced judgment, 
established by his own investigations. The present writer, who 
was himself in Germany at that time, is able to conlirm them 
from his own investigation. 

A bank clerk was then earning, in terms of what money would 
buy, roughly ‘the equivalent of £1 per week ; medium grade 
civil servants and commercial empWyees such as secretaries and 
accountants roughly one-quarter of the real remuneration tlrey 
would receive in Britain. 
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step in the devahiation of the mafk makes German exports 
cheaper, widens the gulf between imports and exports, 
confiscates savings, and reduces the real value of wages 
and salaries. 

In all this there is nothing surprising. A considerable 
part of what has liappened in regard to the mark exchange 
was prophesied by Professor Keynes in 1919.' Nor, even 
at that time, was he alone in his prophecy. 

Whether the policy pursued by the peoples victorious 
in the Great War has been, on purely political grounds, 
a diisirable one is not here in question. The subject of 
foreigri exchange must deal largely with international 
economics, and students of it arc compelled to furnish 
explanations of the phenomena they find. In doing .so 
they cannot avoid teipporary excursions into the 
dangerous No Man’s Land which connects Economics 
with Politics, without thereby trespassing over the 
boundaries of the latter. It may, or may not, be the 
case that on other than economic grounds the policy 
pursued towards Germany is desirable or justifiable ; 
there is no doubt that it has in fact caused the devaluation 
of the mark and the results therefrom above set out. 

With the .social effects of this catastro[)hic process, the 
extinguisliing among large sections of the population of 
all opjx)rtimity for culture in the struggle to Ifeep alive, 
it is impossible to deal here ; but tw'O attempts of the 
economic organism to adjust itself to a continually 
depreciating currency may be noticed, (i) Each fall in 
the mark has been accompanied by a rise ih the value of 
industrial shares, because these sliares represent property 
in fixed assets such as land, buildings, etc., which will 
not automatically lose their value W'ith the next fall of 
the mark, as will, e.g., a bank deposit. This kind of 
investing is known as “ the flight from the mark.” 
(2) Soaring prices have led to great difficulty in financing 
1 “ The Economic Consequences of the Peace.” 
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business, and this difficulty has been only very partially 
met by incr(?ases in the capital of firms and limited 
companies. These increases represent merely a revaltia- 
tion of assets in tenns of the depreciated currency, and 
are not at all necessarily an indication of development 
work or increased prosperity. In fact, the returns 
obtained in many trades have been absurdly small. 
Dividends of hundreds per cent, in paper marks frequently 
shrivel down to 2 or 3 per cent, on the gold value of the 
capital invested in tln^ business. 

What will happen when, if at all, the mark stops 
depreciating and the stimulus to German exports of 
artificial cheapness is removed it is impossible to say.* 
Wliether, under such circumstances, German trade will 
eontinue to be konkimenz-fahig, i.e. capable of meeting 
foreign competition, is a subject of anxious debate 
amongst German economists. A long and painful period 
of economic and social readjustment would appear 
inevitable. What will happen if the mark does not stop 
depreciating it is also impossible to say. Other cases of 
currencies which have become worthless, such as those 
of Russia, Poland, and Austria, do not help us much, as 
these were not countries with a highly developed industrial 
organization, x^nd if, finally, it is asked, “ What is in 
fact likely to happen to the mark ? ” the answer is, 
'* That depends on political considerations.” ® It is 
the burdens laid on Germany for political reasons — the 
occupation of the Rhineland, the dcliveiics of coal, the 
reparations pdyment.s — ^which are directly and primarily 
responsible for the increased note-issue in Germany and 
for the consequent devaluation of the mark. 

' Apart, i.c., from the general considerations applying to such 
a case which are outlined in the next chapter. 

® x\n answeflr the significance of which has been intensified by 
the events which have occurred sfiice the above was written. 
The occupation of tlie Ruhr is a most striking example of the 
impossibility of separating finance from politics. 
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Continviation of inflation and depreciation after the war— Effect 
of war -finance on I.ondon Money Market- -f loating debt- - 
Effect of rises in bank rate under new conditions — New 
York as financial centre — Dollar rate from 1919 to 1922-—- 
Price detlation and monetary dcllation — Possibility of a 
I'eturn to the gold standard — -Deflation and a capital levy — 
Stabilization of the exchanges- — I^resent position of Ifritish 
debt to U.S.A. and Allied debts to Britain — Conclusion. 

O THER post-war developments may be more 
briefly referred to. As soon as the artificial 
equilibrium of the war-period ended, the 
European currencies showed a rapid decline in terms of 
sterling, due in the first instance to the necessity of 
paying for the rcjdcnishinent of stocks. Despite the 
general postponcixient in 1919 of the payment of interest 
on war dclrls owed bj" continentcil nations to Britain, 
these ciuTencies continued to be inflated, and conse- 
quently to depreciate, a tendency which has been 
intensified by political instability on the Continent. Of 
the Central and East European currencies, the only one 
whicli attained a fair measure of stability, due to the 
cessation of inflation, was that of Czecho-Slovakia, where 
tlie Icrone reiriaiiied fairly steady. The Austrian krone 
and the Polish mark became, like the Russian rouble, 
practically worthless. The Scandinavian and Dutch 
currencies were unfavourably affected by trade conditions 
in Russia and Germany respectively, that of Norway 

168 
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being paiiicularh^ affected by the slump in shipping 
freights duiing and after 1920. 

The rates reflect the utter disorganization of European 
economic, life by the war. The resources of Britain have 
not nearly sufficed for the work of reconstruction. During 
the boom of June, 1919, to June, 1920, considerable 
quantities of goods were supplied by Britain to the 
Continent on credit. But as our imports of food and raw 
material from the Western Hemisphere had to be paid 
for in cash, this method of doing business was felt to be 
dangerous, and came to an end after the making of credit 
dearer whicli was caused by the raising of bank rate in 
November, 1919, and April, 1920. 

On tire working of the London Money Market, the 
effect of the process of inflation described in Chapter XI 
has l)een to cause the market to be dominated by 
the requirements of Government finance. The most 
important factor in it has been the Floating Debt. The 
Floating Debt is that portion of the Government debt 
which is held by the money market, and it consisted in 
the main of two items ; (i) Ways and Means Advances, 
i.e. the Government’s overdraft at the Bank of England, 
and advances by Public Departments, and (2) Treasury 
Bills. Treasury bills are in effect jnomises by the Govern- 
ment to pay, of £x,ooo each, which mature in 3, 6, 9, or 
12 months from the date of Lssue. The reason why the 
money market to-day is dominated l)y the Treasury bill 
issue is that it knows that if the holders of Treasury bills 
do not renew' them when they become due, the Govern- 
ment, in order to repay them, will be forced to increase 
its overdraft at the Bank of England, i.e. to boiTOW on 
ways and means advances. Sucli borrow'ing will inflate 
credit, and hence cunency, in the manner already 
described, sd that although mwey may be tight at the 
minute, it is bound to become easier. Tightness of 
money in the money market means that people fVill insist 
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on having their Treasury bills repaid when they become 
due : that implies that the Government will have to 
borrow on ways and means advimces, and that in turn 
means further inflation and the consequent relative 
easiness of money. In other words, tightness of money 
will automatically bring easiness of money. The wiiole 
position revolves around the quantity of Treasury bills 
in existence. The demand on the part of trade for 
accommodation from the market does not weigh on the 
position so heavily as do the requirements of the 
Goveniment. 

Formerly, people who operated in the money market 
looked to the Bank of England’s weekly return to inform 
them of the position. The item of private deposits in that 
return showed how much money there was in the market, 
and the ratio of the re.scrve to liabilities, frequently 
referred to in the financial columns of the Press as “ the 
ratio,” showed how far it was safe to go in the creation 
of credit, and therefore how' far the banks were likely to 
go in creating it. To-day, the money market knows that 
if Treasury bills are not renewed, credit will be automati- 
cally created. The whole money market position is 
dominated by the Treasury bill issue. Tliat in turn is 
the ultimate reason w'hy the raising of the bank rate 
to-day does not produce the effect on the , exchanges 
wdiich it used to do before the war. It w'ill be remem- 
bered that its effect w^as produced by the restriction of 
the volume of credit in existence, and thereby the 
making of what remained more valuable. To-day the 
raising of bank rate cannot restrict the volume of credit 
in exi.stenc.e to the necessary extent or permanently, 
because making money tight will be automatically 
followed by Go\'ernment borrowing on ways and means, 
which will make it easie^ again. So long as’ these condi- 
tions exist, the raising of bank rate is inoperative to 
limit the creation of credit, and therefore inoperative to 
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turn the exchanges in our favour. That statement is 
subject of course to tliis limitation ; rises in the bank 
rate such as we had in November, 1919, and April, 1920, 
do produce higher interest rates all round, and to that 
extent do check speculation and limit the creation of 
commercial credit. There is good reason to suppose that 
the beginning of the enrl of the speculative price boom of 
1919 -20 was caused by the increase in the bank rate in 
April, 1920. The point however is that the requirements 
of the Government are so large compared to the require- 
ments of the ordinary commercial trader, that the amount 
of limitation which the raising of the bank rate can 
enforce is nothing like sufficient to produce any appreci- 
able effect on the total volume of credit, and therefore on 
the volume of our currency. The raising of the bank 
rate in 1920 was probably justified in that it tended to 
eliminate the speculative elemtnit which was forcing 
prices up to dangerous heights. But it did not, could 
not, and was not expected to produce the effect on the 
foreign exchanges which before the war it would have 
produced. London no longer holds the position as the 
centre of international finance which it held before the 
war. It enjoys a primacy in Europe greater than before 
the war, and it has been frequently the case that payments 
due from continental countries to the United States have 
been made? through* London. But London is no longer 
a free gold market,^ whereas New York is : a sterling 
bill is not, whereas a dollar bill is, a claim to gold which 
can be always* enforced. No occasion has arisen since 
the war when gold could not be obtained in New York. 
The change compared with the conditions which obtained 
in 1907 is due to {a) the reorganization of the U.S. 
banking system following 1907 by the institution of the 
Federal Reserve Bank, and (6)^the effect of the war in 
concentrating a large part of the world’s available gold 
^ See Chapter II. 
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supply in New York. Theoretically, it might have been 
expected that the dollar bill would, in international accept- 
ance business of the kind exe.mplitied in Chapter TV, 
have entirely superseded the sterling bill. In fact, wliile 
the vogue of tlie dollar bill has very greatly increased, 
the two continue to exist side by side. The reason is 
that currency factors, like all other economic factors, 
take time to produce their full effect. Moreover, there 
are other considerations involved. Custom and prestige 
play a great part in commerce as in other things. London, 
having had a long experience of this class of business, 
knows the ropes in a way that it is quite impossible for 
New York or any other centre to learn in the course of 
a few years. New York bankers have frequently been 
urged since the war to go in more for this class of business, 
which the financial position of New Y^ork renders them 
eminently able to do, but up to the present they have 
suffered from the very natural fault of over-caution. 
They had a big shake-up in the financial crisis in 1907 ; 
and, although the U.S. banking system is much securer 
now than it was tlien, the conditions of European trade 
since the war have not been inviting. It is easy to 
understand the unwillingness which has been evident 
in New York to extend the credit which is necessary 
if they are going to do this business. In the present 
state of Europe, and in fact of the whole world, 
the position of a relatively inexperienced banking 
community, such as is the New York banking com- 
munity relatively to that of London, has been veiy 
difficult. When things settle down, it is probable that 
the accepting and international banking business of 
New York will increase steadily, especially in those 
regions of the world in which America is more particu- 
larly intere.sted, i.e. Soihh America, the Caribbean Sea, 
and the Far East, as wen as Canada. 

The loss by London of pre-eminence in finance, its 
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connexion with exchange questions, and its results on 
international trade are excellently illustrated Ijj'’ the 
following letter which was written in 1920 by the American 
representative of a firm of cotton brokers in Liverpool 
to his principals : — 

“ Before the war, Liverpool, as the largest consuming 
market in the world, set the price, and especially the 
basis for the sale of cotton to the wiiole of Europe — that 
is to say, about seven to eight million bales of American 
cotton wei'e sold every season, based on Liverpool futures. 
This was largely due to the fact that London 
financed all these sales of cotton to continental markets. 
London was the banking centre of the world, and under- 
stood European finance far better than any New York 
banks. Further, even in America, if a shipper in the 
South wanted to know what cotton was really worth, 
he would take the Liverpool prices and calculate from 
them what he could afford to pay for the purchase of his 
cotton. 

‘ ‘ Since the war this situation has changed entirely. The 
varying rate of sterling exchange has made it impossible 
for continental spinners to buy based on Liverpool 
futures, and now the whole of the business to France, 
Germany, Italy, Spain, as well as Japan, etc., is all based 
on New York futures. London is no longer the financial 
centre of’ the world, although it is still quite evident that 
the bankers there understand European financing better 
than it is understood in New York. Nevertheless, cotton 
shipped to continental markets is now paid for cash in 
New York. Continental spinners, if they now want 
credit, turn to New York, and not to London, and it 
still remains to be seen if London will ever be able to 
regain its financial supremacy.”^ 

To the fact that London is no longer a free gold market 
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is to be ascribed the tendency for oversea enterprises and 
foreign loans which would formerly have been financed 
in London to be floated in New York. So far as giving 
New York the financial primacy of the Western Hemi- 
sphere is concerned, the war has hastened by some decades 
the development which would probably have taken place 
slowly during the twentieth century. New York has 
not so far, however, played the part in financing European 
reconstruction which was expected early in 1919.^ This 
is due partly to the fact that time is required to educate 
the American investor up to the export of capital, chiefly 
to the disturbed political conditions of Europe, which 
involve capital invested in risks which it will not face 
while safer opportunities obtain elsewhere, e.g. South 
America and the Far East. The existing world primacy 
of New York, however, is demonstrated by the fact that 
the main course of money rates in London follows that 
in New York. Bank rate itself since 1919 has followed 
the re-discount rate of the Federal Reserve Bank, and the 
discount houses habitually “ watch New York.” 

The course of the London-New York rate is particularly 
interesting. After the unpegging of the dollar exchange 
in March, 1919, sterling declined rapidly in value, despite 
the po.stponeraent for tliree 3'^ears of all interest payments 
on Britain’s debts to the U.S. Sterling in New York at 
one time went as low as 3 '12, and after remaining between 
3-50 and 3-90 during 1920, rose somewhat in 1921 and 
considerably in 1932. That sterling should be higher 
in 1921 and 1922, years of trade depression, than during 
the boom of 1920 is explicable by three considerations : 
(a) Although it is correct in terms of post-war conditions 
to call 1920 a “ boom ” year, the trade figures for 1920, 
when reccdculated in terms of 1913 prices, were far below 

^ This expectation was widely held not only in London but, 
as the writer cari from personal experience testify, in New York 
as well. 
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1913 figures. The volume of exports in 1920, compared 
with 1913 figures, so far from justifying the term “ boom,” 
were far below the pre-war average. The 1919-20 
‘‘ boom ” was solely a price boom, in which the U.S. and 
other countries paxTicipated, which coxild not therefore 
turn the balance of trade sufficiently in our favour 
to raise the value of sterling in terms of the dollar. 
(b) While the ” boom ” continued, imports of raw matfTial 
were made on a large scale on the assumption that it 
would continue for an indefinite period ; these imports 
were mainly paid for in cash. A good deal of our exports 
during this period, on the other hand, were made on a 
credit basis. The raw material came to a large extent 
from the Western Hemisphere, and dollars had to be 
l>ought*to pay for it; whereas, to the extent to which 
British merchants extended credit abroad a corresponding 
demand for sterling did not of course come into existence, 
(t;) The decline in prices during 1921-22 was greater in 
Britain than in the U.S. During the latter portion of 
the period, in fact, prices in the U.S. were again rising, 
i.e. the dollar was losing in value. The continued drop 
in prices in Britain was simultaneous!}^ increasing the 
value of the pound sterling. Sterling during this period 
therefore gained more in value than did the dollar — we 
are speaking of rates^of improvement, of course, not of 
absolute values — and accordingly its value in terms of 
the dollar went up. 

The same causes which raised the dollar value of the 
pound sterling* concurrently increased its gold value. 

This process of price deflation has thrown into the 
background the question of direct monetary deflation 
dealt with by the Cunliffe Committee in 1918-19. That 
Committee made certain recommendations which 
amounted td a gradual calling in and cancelling of 
currency notes until the pound sterling had been brought 
to its par value as measured by the dollar exchange. 
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Their recommendations amounted, in other words, to 
a policy of gradual monetary deflation. That policy 
was not carried out to the extent to which its more 
convinced advocates thought desirable. The calling in 
and cancelling of currency notes until the paper pound 
is on a parity with the gold pound could only have been 
accomplished if the Government had had at its command 
sufficient funds, i.e. if there had been a sufficient surplus 


Date 

Amount of Currency 
Note Issue (in million 
pounds) 

Gold (Coin and Buiiion) 
held against Currency 
Notes (in miiiion 
pounds) 

Dec. 30th, 1914 

38 

i8| 

.. .. 1915 

103 

28| , 

„ „ 1916 

150 

281 

„ 1917 

212 

28i 

„ „ 1918 

323 

m 

June 25^1, 1919 

342 

! 28| 

Dec. 31st, igig 

356 

: 28i 

„ 29th, 1920 

364 

1 28| 

„ 28th, 1921 

323 

! 281 

Mar. 29th, 1922 ' 

298 

28| 

June 28th, 1922 

294 

281 1 

Dec. 27th, 1922 

300 

■•27“ 1 

: ! 

1 •' 1 


of income over expenditure. Apart from that, of which 
there was no sign, monetary deflation was impossible. 
The main lines of the Committee’s policy were however 
adopted, in particular the limitation of the fiduciary 
circulation of currency notes (i.e. that portion not 
backed by gold or by Bank of England notes). But the 
main element in deflation has been the price deflation 
referred to above. 

Price deflation has been accompanied by a reduction 
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in the volume of the Floating Debt, which during the 
year 1922 lowered its total from approximately 
£1,300,000,000 to approximately £950,000,000. A lower 
Floating Debt indicates that less circulating currency 
is being required. The price deflation and the concurrent 
reduction of the Floating Debt have accordingly enabled 
the volume of the currency note issued to be reduced 
in the manner indicated by the table showm on page 176. 
Without some such reduction the increase in value of the 
pound sterling in terms of the dollar could not have been 
achieved.! 

The rise in the value of sterling has raised discussion 
on the possibility of a definite return to the gold 
standard. It is understood that it is only in Britain, 
Holland, and Scandinavia that this question can 
become a practical one. The French, Italian, Central 
and East European currencies have become devaluated 
to such an extent that a return to the gold standard 
does not come into question. So far as Britain is 
concerned, the possibility of such a return depends on 
the answer to the question how far the rise that has 
taken place is likely to be permanent. This deflation, 
W’e have seen, has been in the nature of price deflation, 
and is partly the result of allowing stocks of imported 
material to run down. In the event of any considerable 
revival in trade, the building up of stocks would become 
necessary and prices would rise. More money would be 
required by trade. The rate of discount and the rate 
of interest for loans and overdrafts would rise, and 
here, it seems' would be felt the fatal weakness of the 
Floating Debt. Holders of Treasury bills, finding a 
more remunerative use for their money, would fail to 
renew them ; and the Government would have to 
borrow on ways and means advances. In other words, 
the process of inflation wovJid recommence ; prices 
! See Chapter XI. 
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would rise faster in Britain than in the U.S. by reason 
of this element of inflation, and the benefits of price 
deflation would partly be lost. The crux of the whole 
position is the Floating Debt, If the aim be a 
permanent return to the gold standard, it is essential 
that the Treasury bill position should cease to dominate 
the money market ; in other words, that the 
Government’s requirements should be further reduced. 
The difficulty of the situation is increased by the fact 
of a declining revenue and an expenditure many items of 
which are fixed. But evidently, if the price deflation 
which has occurred is to be permanent, public economy is 
as necessary as it would have been to monetary deflation 
pure and simple. 

As the possibility of a return to the gold standard bulks 
so largely in exchange problems and affects profoundly 
the future financial status of London, it seems justifiable 
to indicate very briefly the general questions of financial 
policy which deflation has raised. 

Deflation has been strongly attacked by some of the 
industrialists of this country, who argued that although 
deflation means a more favourable exchange, it means 
also, which is true, that foreign countries whose 
currencies have depreciated still more than ours will 
be less able to buy our goods than they were previously, 
and will be able to undersell us in other markets. That 
is obviously a very ex parte argument. To criticize it in 
detail here is unnecessary, as we have already examined 
the fallacy of the argument that a depreciated currency 
benefits the export trade. ^ The increases in the price 
of imported food and raw material, which depreciating 
the currency would necessarily imply, would be 
particularly disastrous to Britain, which depends so 
largely for her suppUes of both on imports. This is 
hardly the time to incr&se costs of raw material and 
1 See Chapter VII. 
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labour, to send up the costs of living, and create friction 
between employer and employed, or to follow Germany 
downhill.^ Deflation implies cheaper food, cheaper 
manufacturing costs, and — above all — an increased credit 
power to finance foreign trade. The imrwrtance of the 
last consideration cannot be exaggerated from the 
point of view of taking the lead in the reconstruction 
of Europe, with the benefits to this country which that 
leadership would imply. 

The same fallacy underlies the argument that deflation 
is responsible for unemployment. If deflation has 
rendered it more difficult for countries with depreciated 
currencies to buy our goods, the fall in prices made 
pos.sible by decreased costs of labour and law material 
tias rendered it ea.sier. The reason for the existing 
unemployment is the general exhaustion of the world's 
purchasing power, owing to the destruction of wealth 
during the war. The “ boom ” of 1919-20 was only an 
interlude, due in the first instance to the neces.sity for 
replacing stocks and the desire to spend profits made 
during the war ; then the rise in prices led to .speculative 
activity. If tins activity had not been checked by rises 
in the bank rate, there would have been many more 
failures in the liquidation of the following years. For 
when the war-profits were spent and the stocks replaced, 
tlve “ boom ” had to come to an end. The purchasing 
power necessary to sustain a flourishing export trade did 
not and does not exist ; it was destroyed between 1914 
and 1918. The number of our unemployed corresponds 
roughiy to the increase in population since 1913, and 
this “ high " figure of unemployment — “ high ” compared 
with pre-war times — ^is probably one of the “normal” 
features of the post-war era. It is true that in Germany 
a depreciating currency has temporarily stimulated 
exports and resulted in a very Small degree of unemploy- 
13 * See Chapter XIII. 
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merit. But — apart from the instability of the situation 
in Germany — the small degree of unemployment is only 
possible by reason of the fact that the great mass of 
Germans have, unwillingly or willingly, accepted a very 
much lower standard of life than before the war. In 
England, on the contrary, many clas.ses of the population 
are enjoying about the same standard as in 1914. That 
lai'ge numbers of others are unemployed is the corollary 
of this. The pound and the mark illustrate the error of 
supposing that a long war need not be paid for by the 
mass of tlie population, if only you know how to juggle 
with cun'encies and prices. Industrial nations, depending 
on exports for their livelihood, are left to choose between 
the total impoverishment of some and the partial 
impoverishment of all. < 

The only means whereby this state of affairs can be 
ameliorated is the establishment abroad of conditions 
under which the European countries and their overseas 
customers can gradually recover thedr purchasing power. 

A further consideration in favour of the policy of 
deflation until the gold standard is restored is the fact 
that the interest on our debt to the U.S. and repayments 
of the j^rincipal thereof have to be paid in dollars.^ The 
more dollars sterling will purchase, the less the burden 
of the debt becomes. It is of cour.se true that ultimately 
this delrt, like Reparations, can only be paid .in goods. 
But depreciation tends, as we have seen,® to bring about 
a gap between purchasing power parity and exchange 
rates, and the burden of the debt would .be heavier by 
the extent of this gap. Moreover the benefits of a 
depreciating exchange are pocketed by certain classes of 
the population, while tlie ill effects are felt by the national 
exchequer, e.specially when it has to buy foreign cur- 
rencies ; and no practicable system of taxation has yet 

^ See below, p. 

^ See Chapter XII, especially p. 148. 
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been discovered whereby tlie national revenue can be 
secured against the losses due to a depreciating currency. 
In the case of an appreciating currency, on the other 
hand, the national revenue benefits, since taxes are 
W'orth more, in terms of goods and dollars, w'hen they 
are collected than when they were imposed ; while the 
loss falls on those wfiro hold stocks, i.e. on the same people, 
in the main, who benefited previously when the currency 
declined. 

The British Treasury’s persistence in the policy of 
gradual deflation, in face of the opposition of those, 
standing politically on both the Right and the Left, 
who would have benefited by a continuance of inflation, 
is a case in which the Civil Service was able to jnotect 
.the long-period intei'ests of the State against the 
ephemeral interests of groups. 

Deflation, again, is frequently objected to on the ground 
that it makes the burden of internal war debt heavier. 
It is easier, it is argued, to pay these debts in a depreciated 
currency than in one restored to its former value. The 
problem is complicated by the fact that these debts 
were incurred at different levels of money values and 
that the stock frequently changes hands. The difficulty 
is not met by the proposal to scale down the interest 
on war loans, which appears to discriminate against this 
class of security. Advocates of deflation must, it seems, 
be prepared to face the fact that the procedure they 
advocate may necessitate a general capital levy in order 
to reduce the. burden of the war debt. The desirability 
or otherwi.se of a capital levy is a matter of the 
economics of taxation, and cannot be discussed here. 
But it may be pointed out that in principle there is no 
difference between a capital levy and the income tax. 

We may -broadly sum up the effects of the war on the 
exchanges somewhat as follows : (i) The war it.self and 
the political and economic reactions set up by it have 
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destroyed so much wealth that the currencies of all 
the European nations which took part in it, and to 
some extent of those which did not, have lost value in 
different degrees. As regards the belligerent countries, 
this effect is most marked in Russia, eind least marked 
in Britain. The means whereby the destruction of 
values has expressed itself in currency values is inflation, 
but the fundamental cause of the devaluation of the 
currencies is the destruction ahke of wealth, confidence, 
and credit. Apart from the possible case of Britain 
and certain small “ neutral ” countries, therefore, there 
can be no question of a return to Mint Par, i.e. pre-war 
values, until the destruction has been made good, i.e. 
not for an indefinite period. (2) As the destniction has 
taken place in different degrees, the equilibrium of pre^ 
war times has been upset. Hence the currencies are not 
only depreciated in value but also wildly fluctuating. 

The obvious theoretical remedy is to stabilize the 
exchanges, i.e. to make them exchangeable against gold 
at fixed rates, the rates chosen being such as they can 
reasonably be expected to maintain. If such a plan 
could be carried into effect it would restore a measure 
of certainty to exchange movements. And one technical 
objection brought against it, based on the difference 
between the internal and the external value of a 
depreciated currency such as the mark, does -not seem 
vital, as it appears unlikely that, if stabilization could 
once be accomplished, this difference would be more 
than temporary. ‘ 

Stabilization would bring us face to face with the 
issue raised at the end of Chapter VII ; given a country 
with a depreciated currency, and supposing that the 
process of depreciating comes to an end, by reason of the 
fact that the internal and external influences-' which have 
been adversely affecting the currency cease to be operative, 
^ See Chapters VII and XII. 
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what will happen to its exchange rates ? Suppose, 
e.g. that a practicable aiTangement about reparations 
and War-debts repayments were made, a political equili- 
brium established in Europe and recourse to inflation 
ceased — conditions winch as we shall see later are in fact 
air indispensable prehminary to the settlement of Europe 
— ^w'hat would happen to the depreciated European 
currencies ? 

In the first place, as regards the exchange value of 
such a currency at the time when the adverse influences 
cease to be operative, it is probable that where the past 
inflation has been considerable, the exchange value will 
for some time be less than purchasing power parity, by 
reason of the secondary effect of inflation in lowering tlie 
credit of the issuing country. In so far as the loss of 
exchange value is due to the discounting of a supposedly 
unfavourable future, it may be expected to be recovered 
when the adverse influences cease to be operative. As 
regards prices, it is likely that the effects of past inflation 
will require some time to work themselves out. The 
probability is, therefore, that even after exchange values 
have recovered somewhat, there will still remain a gap 
between them and purchasing power parity. But two 
forces will be at work to close it. On the one hand, 
prices will be moving upwards towards a new level 
deternahed by the extent of past inflation, the supply of 
commodities available, and the velocity of circulation of 
the currency. On the other hand, the fact that exchange 
values are lower than purchasing power parity will, as 
we have seen earher, enable exporters for some time 
longer to undersell their rivals abroad. The resulting 
export lx)om will, otlrer things being equal and in the 
absence of further inflation, create abroad a demand for 
the currency in question in ^order to pay for these goods, 
and this demand will send up the exchange value of the 
currency. These two forces will, in the absence of other 
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disturbing tactors, tend to close up the gap between the 
internal and the external value of the currency. As the 
two values approach one another, the export boom will 
slacken, for the rise in prices will pull wages and salaries 
after it, and costs of production will rise ; exporters will 
have continuall}^ to revise their price lists upwards. 
Finally, when exchange rates approximate to purchasing 
power parity, the two processes will stop. For on the 
one hand, there will be no further inducement for the 
prices of the goods entering into international trade to 
rise, since they have reached the level of woi'ld-prices ; 
while on the otlier, the exchange value of the currency 
will no longer tend to appreciate, since export prices w'ill 
no longer be artificially cheap to foreigners. Wliat 
remains of the export boom wall die away and be replaced 
by competition on a more or less equal footing, 'rhe 
general level of home prices may perhaps take a little 
longer to adjust itself to the new equilibrium ; and the 
difficulties which usually follow a boom might be expected 
to make their appearance ; liquidations, unemployment, 
and unrest. From this stage of more or less normal 
competition onward, exchange rates will fluctuate 
within relatively narrow limits round purchasing power 
parity'. In the absence of some new disturbing 
factor, such as fresh inflation, large reparations or war- 
debts repayments, or political events, the balance of 
trade and interest payments will rule exchange 'rates, 
perhaps keeping rates and purchasing power parity 
steady, perhaps causing them to move slowly together 
in one direction or tlie other. In either case the direction 
would depend on such factors as the nature of the political 
settlement and the debt settlement, natural advantages, 
standards of life, real wages, and the productivity of 
labour ; it would no longqr be primarily a 'currency 
question. 

Assuming stabilization to be desirable, the practical 
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difficulties in the way are enormous. Clearly two con- 
ditions are essential to any scheme of .stabilization ; 
(i) The general cessation of inflation, and (2) a general 
arrangement in regard to international indebtedness. 
Both conditions are essential, and both are very difficult 
to establish in practice. 

The difficulties in the way of the first are {a) the 
governmental extravagance which is a result of war 
psychology and war habits ; (b) the demand of the 

peoples who have been through the war for governmental 
easing of their burdens, and in particular their refusal, 
especially in France, to submit to the taxation necessary 
to put their finances on a sound footing ; (c) in tlie 
case of Germany, the reparations demands, which made 
inflation inevitable — there is no alternative here to 
inflation on the one hand or a drastic scaling-down of 
reparations on the other. 

The difficulties in the way of a general arrangement 
in regard to international indebtedness are no less. 
The position is as follows : Britain owes the U.S. a sum 
in dollars equivalent, at par, to £978,000,000. She is 
owed a somewhat larger amount by her former Allies 
and Dominions. Germany ow^es an indefinite sum in 
respect of reparations. The suggestion that the U.S. 
should take over the Allied debt to Britain, or the 
reparations liability of Gennany, in satisfaction or part 
satisfaction of the British debt to the U.S., has been 
rejected. Of the £978,000,000 referred to, £851,000,000 
represent the capital sum borrowed during the war and 
£127,000,000 the interest accrued between 1919 and 
1922, during which period interest was not paid but 
added to the principal. Britain is now committed to 
yearly payments of interest at 3 per cent, for the first 
ten years', from 1923 onwards, and 3I per cent, after- 
wards until the debt is finally cleared off by the operation 
of a sinking fund of a half per cent, per annum. As 



186 MODERN FOREIGN EXOHANGE 

regards the debt owed to Britain by her Allies, no pay- 
ments of interest have so far been made, let alone any 
repayment of the principal. It is well known that the 
European debtors of Britain are in the main unwilling 
or unable to pay inteiest, and the French Government 
has made a public declaration to this effect. The 
attitude of the British Government, as represented by 
the Balfour Note of 1922, was that Britain was willing 
to consider favourably a general writing down of 
international debts, as between the U.S. and Britain, 
Britain and her debtors, and the recently allied Powers 
and Germany ; but that failing such a general writing- 
down, Britain would be compelled to look to her debtors 
for settlement to the extent to which she was herself 
pressed for payment by the U.S, There have ■ been 
suggestions that this attitude may be susceptible of 
modification, at any rate so far as regards the writing- 
down of debt between Britain and her recent Allies on 
the one hand and the Allies and Germany on the other. 

The core of the exchange .situation is the devaluation 
of the mark and the economic position of Germany. 
Eastern Europe before the war was largely dependent 
on German industry and finance, and its reconstruction 
to-day is similarly dependent. On its reconstruction 
depends the utilization of its agricultural and mineral 
resources, for which the industrial peoples of- .Western 
Europe are now dependent to a great extent on the 
Western Hemisphere, and also its restoration as a 
market for industrial products. On the restoration of 
the buying power of Germany, again, depends a great 
portion of the prosperity of both Europe and such 
oversea markets as Chili, Brazil, and the Argentine. 
Before the war, these countries sold largely to Germany, 
and bought largely from Britain. To-day, > their in- 
ability to do the first contributes largely to their inability 
to do the second. Lastly, Germany herself was, formerly. 
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next to India, Britain’s best customer. All these matters 
are inextricably bound up with the devaluation of the 
mark. ' The chairman of the Norddeutscher Lloyd was not 
talking nonsense when he said early in 1919, “ If Britain 
fears her interests will be damaged by the fall of the 
mark, her best plan is to help to raise its value.” 

But this raises the whole set of problems. In dis- 
cussing the possibility of stabilizing the exchanges, we 
used the words “ general cessation of inflation,” 
” general arrangement in regard to international indebted- 
ness.” Any scheme of stabilization or deflation which 
is more than the substitution of one kind of paper for 
another, any scheme which would really make possible 
the return of Europe to economic health, depends on 
,the prior settlement of reparations and '' inter-Allied ” 
indebtedness. Such an agreement implies, not merely an 
agreement between experts on matters of technical 
finance, but an agreement between democratic peoples 
on matters of fundamental interest. The period following 
the close of the Great War is the most difficult period 
that could be imagined in which to secure general 
agreement between the peoples who were fighting. 
Financial problems are ultimately political problems. 
It is safe to say, however — ^whatever may be the desira- 
bility or possibility on pohtical grounds of some measure 
of European agreeriient to restore order, stability, and 
mutual help — ^that without it there appears no reason 
why the economic situation of Europe should improve, 
and no reason therefore why the exchanges should not 
continue along the path they have followed since 1919. ^ 


* Since the above was written, the Franco-Belgian occupation 
of the Ruhr has deprived the mar|: of all value ; the franc and 
lira have also dechned, indicating the worsening of the general 
economic situation. 
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H.wvbuck Gi<.\NCo.t ; or., Tht.’ 
Advent'.nres of Thom..:ts Scot?, lisq., (», 
r.cl. f‘L.A.iN OR Rj.ngi.et.s ? 7.S’. bit: net: 

Hili iNGoo.v 7 .'c. t.y. net. 

Tatchell (Frank). THE HAPPY IRAVP;!.. 
I-IOD A Book for Poor Men. Ikird 
Edition. Cr, -S.-o. 7.C, fjd. net. 

Thomson (J. Arthur). WHAl' IS MAN i 
Cr. 6s. cd. net. 

TOden IW. T.), THE OF LAVV.N 

TENNIS. Illustrated, Fifth Edition. 
Cr. Svo. 6‘;, net. 

Tlkston (Mary W.). DAILY STRENGTH 
JT)R ' DAILY NEEDS. Twcnty^drJtth 
Edition. Altdtuw. lOnto. 6d, net. 
Underhill (Evelyn). MYSTICISM. A 
Study in the N.Ti:ufe arul iJcvOopnifTjt of 
Man's Spiritu.ii Cons'.'i'.'Usness. Tenth 
Edition. tJeinv ik'n. ip;, net. 

THE LIFE 0.F 'THE SiTK.IT ANl^ THE 
LH'E OF TO' DAY'. FoUTth EdcHon. 
Cr. Svo. 7'L (hI. net. ^ 

Vardon (Hurry). ilOW TO PLAY GCM.F. 
lUnstraifi.L Sever.tee/ith Ediiion. Cr. Svo. 
y. 6d. net. 

Wade (G. W.). NEW 'TESTAMENT 

H ISTCdvV. Demy Svo. :i8,s. mi. 

OLD d'EST AMENT- H ISiOR Y . Ninth 
Edition. Cr. Svo. ys. 6d. net, 

Wayne (Philip). A CHILD'S BOOK OF 
l.Y'^RiCS. Fcop, Svo. 6d. net. 
Waterhouse (Elizabeth). A IJ'f ll.E. BOOK 
OF LIFE AND T.>EA TH. Twenty- first 
Edition. Small Foil Svo, 2 s. (xi, net. 
Wegener (A.). '.THE ORIGIN OF THE 
CONTINENTS AND OCEANS. Demy 
Svo. I os. 6d. net. 

Wells (jr.). A SHORT HISTORY OF 
ROME. Eighteenth Edition. YVitli 3 Maps. 
Cf. 8rc>. 5s. 

Wilde (Oscar), THE WORKS OF OSC.AR 
WTIdlE. Feap, Svi\ Each 6^. tW. net. 

J. Lord .Ykthur S.wiT.r^’i? Ckimk and 
■Tl!l£ PotclJ>.\TT OF Mk. W. H. II. '.Hit: 
Ducniiss Of T-'adua. iif. Po‘r.M'<. xv. 
Lady Windiav’mlre':! Fai-i. v. ..A WrutANf 
OF No iMroiv-TANCK. VI. An .IlUsAL 
BA,vD. viL Ike Imvortance of Being 
E.Y nNEVr. vin. A Hcosft of PoMe- 

CKANAIES. IX. Im'ENTIO.N'S. X. Dk PkO* 
FUNOIS ANl> PkUON LETTFFr-. XI. KS- 
‘i.AVS, XU. S.'VLOME, a T'lorenttne 
T n.AGF.DY, and L.'V Saintr Coortisank. 
xiii. A Ckhic in Pall Mall, xiv, 
ShLECTF.n Pun-s?;; of Oscar Wilde. 
XV. Art and DtcoRATiON, xvi. For 
Love of the King : A Burmese Masque 
{.■j-L net.). ^ 

Yeats (W. B.). A BOOK OF IRISH VERSE. 
Fourth Edition, Cr. Svo, 75. nei. 



Messh 


I 


Mhtiiuhn’s Publications 


Demy Svo, 


Part M. — A Selection of Series 

The Antiquary’s Books 

105, 6d. net each voltmie. With Nimierous Uhislraiions 


Ancjent Painted in England. 

Aech.I'OLOoy and False Antiquities. 
The Bells of England. The Brasses 
OF F.noland. The Castles and W\t.LEiJ 
'i’o\vN.s OF E'ngi.am). Celtic Art in 
Pagan a.nd Chkistian ’.rLMEs. CHOKrii- 
WAKDENS’ .\ccoi;nts, Thk Domfsdav 
iNgLiEST. English Cjudich Furniture. 
E:N<a.isn Co3Tt;.ME, English Mona.stio 
Life, English .Seals. It.ilk-Lore as 
AN ]iis;>>RU AL Sgiv.'nce. 'Ehe Guilds and 
C oMi'ANiES OF London. The He 
AND Anchorites of England. The 1 


Manor, and 'Manoki.vl Records. Ti 
Media- VA f.. HosPTrAj,.*i of E.n'Gl.an 
Old F-\gli‘'H iN.^'TKirME.NTS of M.f;s 
Ol.D K.NGl.ISlf .LlfJR.CKlKS. (;)LT) SekVI 
J/V)OK.S OK 1Tl!C GMSH 

Life in Medllval 
Pahish REr,r.srERS of 
MAINS OF THE Pp.EHiSTOR 
LAND. I'h): Roman 1'k 
KoMANO'IiR'TlSU J^L’IM H.N 
v/ORKs. The Koval .V'o 
Thf. Sc hoi 


RCH. FaRISH 
.'GLAND, Thk 

ViLLAND. Ke- 

Age in .Kng- 

IX B RITA LX. 

AND EaR'IH- 

S!'S OF j.'.N'G- 
tEDI.-r.VAL HkG" 


Land. Shrinks ok Bkitish Saints 


The Arden Shakespeare 

General Kditor, R. .H. CASE 
Demy Stio. ts. net each volume 

An edition of Shake5>pefare in vSingle Plays ; cadi edited with a Bill Trxt.ro- 
d,iK;lion, Textual Notes, and a Ckirnmentary at tlie foot of the J'age. 

Th« Arden Shakespeare will he conipleled shortly by the pablicatiou of MUCH ADO 
ABOirr NOTHING. .U'dil.ed by Grack Tki nerv. 


Classics of Art 

Edited by Dk. J, IX. W. LAING 
With numerous Jllustraiions. Wide Royal Svo 


Tile Aft of the Grfrks, 21.?. neL Tim 1 
Art of tiit-. KfiMAXB. it>s. net. Chardln, j 
■r.'iv- net. .l.>oNA'rt:r 1.0, i6.v. net. George { 
Romvfv, i5‘l net. Ghiklandaio, 155. nd. 1 
Lavvkknck, net. xMichrlanoelo, 15.5. . 
net. Raphael, 155, rui, Rkm 3 Randt'.s ! 


Etchings, net. RFM.rRANDr's 

Painypjgs, net. Ruhknjj, net. 

TiNroKirrio, lA-v. net. 'Jttian, lOs. net. 
Turner’.^ SRErcHE.s and Dkavvings, 
i5.‘>. nel. VnTASQiiE?, 15s. mt. 


Ttje “ Complete ” Series 

Fully Illustrated. Demy Svo 


The Complete Airman, 3C.5. net. Tur. 
Com PL LIE Am.'xTkuk Hoxlr, id.?, fid. net. 
The Comi'I.ktk A. 3S-.xi,vn<)N Fooi- 
uav.lkw, JOS, (xf. net. "tHL Completk 
A ncniTTC •'■J'rainek. ios. 6d. net. Th 
COMFIJ'TE iilLLIAyOA Pl.-vykr, OS. 6d. ! 
net. The Compv.kte Cook, i<* bd. mi. | 

'1‘HS CCMPLErE FO-VHUN'rEK. lf).s. mt. 
The Comfletie Golfek. izs. Od. net. 
The Compi.ktk tT.o»:.KFV Player, io.s. rut 
net. The Complete Uokseman, 155. 
net. The Coi/flje.tk Jujusuan. 6V. 8 '</o. 


*,5. net. 'i'HK COMPLE7 F. Lawn Tennis 
Player, 12 s. 6i{. net. The Complete 
Motorist, ios. bd. net. The Comflktr 
M.OUNT.AINKE.R, I. 8.S-, net. Tm:. Complkts 
( lARSMAN, ir;s, )ie‘t. The Completic 
P iiOToaR.\r'HE7i. T2$. bit. Hct. Ttie Complete 

RUGUY FoQTn;Vf..Lt'i<, ON THE NeW ZEA- 
LAND System, 6,7. net. The Com- 

plete Shot, i 6 v. net. Mhe Compiktjk 
Swimmer, i/).?, (xL net. The Complete 
Yaciits.ma.n', iSs, net. 


The Connoisseur’s Library 

WUhnumerous Illuslrations. Wide H&yal Svo. £s iis. (>d. net each volutne 


English Coloured Books. Etchings, 
European Enamels. Fine Books. 
Glass. Goldsmiths’ a.np Silversmiths" 
Work* Illuminated Manuscripts* 


Ivories. Jewellery. Meetotints 
Miniatures, Porcelain. Seals. Wopi> 
Sculpture. 



6 Messrs. Methuen’s Publications 

Health Series * 

Faip, Svo. 25 , 6d, net 


Thk Babv, I'Hr Ca»?k of itik Body. The ! 

OF THE VlvETH. Tuf. hF OUR 1 

V. iliy:AiTH for thk Mn>rn,E- j 
The liJ ALin of a Woman. The I 
lit: ALIM OF THE Ski^J. HOW TO LlVE ) 


J ON*. Thk Prevevtiov op the Common 
Colo. SrAYiK<> the .Plaoue. Tahoat 
AND E.ar 'J'rouijlhs. Tt; rerculosis. Tuk 
I lEALTlt or THE CtilLO, 25, 


The Library of Devotion 

Handy Editions of the great Devotional .Books, well edited 
Witli Introductions and (wliere necessary) Notes 
Small Pott Svo, cloih, 35. net and 35, Oi. net 


Little Books on Art 


With many lUiistratums, Demy i6mG. 55. net each voluma 
Each volume consists of about 200 pages, and contains from 30 to 40 
Illustrations, including a Frontispiece in Idiotogravure 


Ai.mj.KCHT DOkkr. Thf. Arts of Japan. 
Bookplates, IJotticfi.h. jIukne- 
Jlnes. Cellin'!. CLnusitAN Symbolism. 
CurusT IN Art, Claitoe. Cokstahi.e, 
CosiOT. Laiu.y English Watfr-Co! r>i;R. 
liNAMELS. BkI' LHCKIC LeiGHTON. GeORCE ! 


Romney. Green Art. Greiize a.vd 
Boucher. ITolbein. Illuminatei) 
Mahusckipts. Jrsveli.ery, John Bopp- 
ner. Sir Joshua Reynolds. Millet. 
Miniatttkes. Our Lady IK Art. Raphael, 
IvouiN. Turner. Vanoyck. Waits. 


The Little Guides 

With many Illustrations by E. H, New and other artists, and from 

jihotographs 

Small Poit 8vo. 45. fze/ to 75. 6d. net 
Guides to the English and Welsh Counties, and some wcU-knoWn districts. 

The main features of these Guides arc (i) a liandy and charming form : 
(2) illustrations from photographs and by wclhknown artists ; (3) good 
plans and maps ; (4) an adequate but compact presentation of everytiiing 
that is iutore.sting in the natural features, history, archaeology, and archi- 
tecture of the town or district treated. 


Plays 

Fcap. 8vo. ^ 35. td. net 

Mtu-stokf'-;, Arnoki Bc-nrclt unci Tidward j Thf Great Adventure. Arnold Bennett. 

£CnoV.>lock. Elcvenfh Edition, Fifth Edttkn. 

Ideal iluffn.vND, An. Oscar Wilde. Acting Gknera!. PobT. J. E. Harold Terry. 

Edition, Second Echium. 

Kismet. Edward Knobkuk. Fomih Edition. The Honeymoon. Arnold Bennett. Third 
Ware Case, The. George PleydelL Editioh. 
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Messrs. Methuen’s Px^blications 

t 

# I Sport Senes 

, %IUustraicd. J-cap. St'o 

All AnoTiT ■Fi-vj\’G, neL Aupink 

Skt-ing at All H;;.rGJiTS and Sr-ASON.-^, 

( KOSS ClH NIRV Sl<MN’G, 35. vH. 
i'tOlV ]^o’S AND JXiNT'S, 25 . ncL 

QincK Cuis TO Good Golf, 25, vei. 

Instuvld Golf, 25. (al. net. Driving, 

At i’FOXCHlNT,, PU'TTLNv;, 25 . fltf. COT.F 
Ci.oas a-nd ilovv to Usi; '.iH.LM, s.*;. iit’L 
'ruL Sllket of Golf Foit 0 <:rA?-ioN,\L 
I^LAVLKs, 2.5. UlI. Lawn ' 1 'e.v.vjs, 3.5. nrt. 

Lawn Tennis Do’s and Dont’s, as. net. 


Lawn Tenni-^ FOii ^ Yorvr, Pr.AYKifS, 
25 . (id. net. Lawn T!;.nni.s for Cm.'w 

i^t.-AVEPS, 2 .V. (vL tut. LaW.N TKNMtS FDR 

Matuii Players, 25. (hL nci. nocKKAL, 
45-. net. Mow to Swim, 2s. net. Itni' 
ING, 3.-f. (yd. net. Skajing, 15. nei. 
VVKLSlilKD,, '2ii. r.fl. TjiK rF'TrsirjDU OF 
).AVVN' 2.S. Gi. nd. 'I.TL I.AWN' 

Tl.vnis 2.v. ( d. nd-. Motor Do’s 

AND Dont 5, 2S. 6d. fid. 


Methuen’s Half-Crown Library 

Cheap Editions of main- I’opuTir Books 
Crown $vo 

lErL^ 6 ' for a Cotnplele Li it 


Methuen’s Two-Shi!liog Library 

. Write for a Complete List 


Palt hi. — A SKi.EcnoN 

Bennett (Arnold)'- ! 

Gl.nvu.vndkk, ?‘S. net, Htida T.r.s?\v..\vs. j 
Ss. (yL net. Tio. Twain, 'rm- ‘.'akd, ! 
TiU'. Kr-'.iTioNT : A law 'fowuis Sfc.ry «.)f 
AifvcnUiro in f.fTtdon. Tnr. Phidi. df ’ 
Love. Hi.'riet> .Alwr, A M.\x from ; 
iiiK North, Whom God hath Joined. . 
A Gkmcat Man ; A .l-naic. Mr. IXiohack. ; 
/til ys. (yd. net. Tm- Matador of the j 
Five Towns, 6s. nci. | 

Bivnilngham (George A.)-' - j 

SRAM 5 H Gold. The Search Party, j 
Thk Bad Up, thk Ktsolls, Tite ! 

Lost I.awvvcr, All y,s. Od. net. Inisheeny, • 
85. 6(6 nci* 'I nc (•(KEAT GltANDMOTHER, I 
7.S, 6 d. net. Found Mo.nsv, y$. Cd. net. | 

Burroughs (Edgar Bice) — | 

Takzan of the* Apes, 6.s. tt^ct. The J 
Rkiurn of Takzan, 6 i. .net. Tjie Bkast.s 
or Tauzan, 6-5. net. The Son o? 'tARZAS, 
65. lurt, Jl’NGLK Tale.s of Tarzan, 6 s. 
net. Tarzan and thk Jewkls of Opar, 
6s. net. ’fARZAN the U.ntamkd, 7.5, 6 d, net. ! 
A Pki.scf.ss of Mars, 6s. net. Thk Gods 
or Mars, 6s.^ net. The Warlord of 
Mars, 6s. net. Thu via, Maid of Mak.s, 
6s. net. TAn»AN THE Tekrtble, 2s. 6 d. net. 
The Mucker, 6s, net. The Man with- 
out A Soul, 6s. net. The Chessmen of 
Mars, 6s. net. Ax the Eauth's Core, 
65. net. 

Conrad (Joseph) — 

A Set of Sxx, ys. 6d. mi. Vtctory : An 


OF WoFKs OF Fiction 

IsUind Trdc. Tiir. Sfcui t Agfnt : A 
Siiviplo 1 nle, Unulk, Wkstfun Evr.s. 
C.H.\NCL, .ill 9s. mi. 

CorelH (Marie) -- 

A Komanct; Two W'orr ds, 7s. 6d. net. 
Vkndktxa . O',:. 'Du' Stury of Dvu;. Lor- 

g'cttcn, <S 5 . »<■/, Thki.ma : A Nur^vovrian 
]^riiR:o,-,5, 8s. 6(1. net. Afdaih : Tiic S'ory 
of a Dead SDf, 7s. Ul. net. The .Soih, of 
Lilith, 7.<. 64. ju'C V\'ormwood t A Drama 
of Pari«, 8<. net. Barahua.^ ; A Proam od 
the World's 'Lrag»^dy, 7s. (yd. net. 'J’hk Sor- 
rows OF Satan, 7s. (4. net. 'Ihe Mastkk- 
Chkistian, 8 .-;. 6(f. nci. ' 1 .'l?.iporal : 

A Study in Supremacy, 65, net. tlou's 
Good Man : A Siirxplc I.ove Story, 7.?. Od. 
net. Holv^ Orders : Tlie d'ragedy of a 
Quiet Life, 8s. td. net. 'I'liK Mighty A tvLvt, 
75, (k 4. net, }.loY ; A Slcelch, 7s. (yd. net* 
Cameos, 6s. net. The Life KvpkLASTiNf;, 
Ss. 6d. net. T’hic Love of Long Ago, anij 
Other Stories, 8s. (yd. net. I.nnocent, 
7.V. 6d. net. The Skcri.t Power : A 
Komaiice of Ihp Time, Os. net. Love — and 
THE Philo.sopher, 6.i. net. 


Jlichens (Robert) - 

Felix : 'Dvree Yeav.s in a Life, 7s, 6 d, mt. 

Tillv VS'OMAN WITH THE I'aN, ys, (?il. HCt. 
Thk Garden of Allah, 8s. Od: net. Tint. 
Call of tkr Blood, F.s. Od. net. Thk 
Dw-ELUER on THE 'rUKESHOLO, ys. Oti. 
mi. The Wav of .A.mbixion, ys. 6 <i, neL 
In the WiLuEKNiiSS, ys. 6 d. net. 



8 Messrs. Methijen’s PiTBLicAttoNS 


Hope (Anthony)— [ 

A Chamtoiv. 07^ Aik. .A Mav of ^^ARK^ , 
Simon Dale. Tiik Kino’s Mikkur. i 
TifEt Doi.ly Diaujoues. Mas. Maxos | 
T'kotests. a Yol'.no Man’s Year. ; 
ItEALMAKoy Home lkom ime Wars. ■ 
All 7.9. Otl. net. 

Jacobs {W. W.)— 

C.MvGok';, iit*'. Sea Urghins, 5 ^. 
nrt and 3 . 9 . nd. ji,-./. .V NfAsrER ('f Ckalt, I 
6.9. net. L.wiHT Lfi iouis, vrt. Tujv ’ 

SKMn'Ku’s WcwiiNi.;,^ s.'?. net. At Son- j 
wiCH Fort, f;.*:. i jiaiatonk Lane, ' 

5 s. net. 0;>vi Craft, '.s. net. Tok Lady ! 

OF TRR BaKOE, vV. Ilf’L Sai /1 H-VVi/ N , 6 ,>. I 

net. S-MLORs’ Knots, 5 i-. nei. Short | 
CutJiSEii, 6i'. net. j 

London ( Jack) - WH ri'E FANG. Ninth] 
EdtUon. Cf. Svo. 7.'?. 0a\ net. i 

Lucas (E- V.)- - i 

I.r.sTS'. nek’s I-TMiir : An Ol.liqiif: KattrIiou, ! 
Ovi. net. Over iiF.MLuTON’s : .An ILjsy- i 
going Ciironii.:if;, net. Mk. iNGiosiDE, ; 
6 . 9 . JKT/. I.,.ON <.>ON i -AYrNOKR, fvs. n< C 

l.AN.'TMAWKS, >) v. net. L'llK Vkkahj.o.'N i 
3?0\, 6A'. fU'i. \'hfiFN-A IN THU .M.M.'ST, 1 

8 .*;. fjd. lift. Ro.--k ano Hose, (A. net. j 

Od. net. An 


McKenna (Stephen) - 
Sonia ; 'rwo Woilds, 8.9. net. i 

NiNETV SiX l.F.AVE, 7 .b. 6.£. ?l(. 7 . j 

Tnii: SixiT'i Sl'nse, 6s. Mid.\s & So,n, ; 

8 .5, net. j 

Malet (Lucas') - j 

'J'hk Hn-ffiny of Svr KK iTAFf) Calmaoy : i 
A KojiianT.f. net. 'r/u? (..‘aios.-.'Ma. i 

'lUi!; (i.V TICLK. t^;. BaKFIER. DcAI'xIAM ; 

Hako. All 7.?. (n:/. net. The \Vaok.'> ok j 

Sis. Si-, net. Cc.A.o.NEt. lv»: uERnY'’:s Wo-’l-, j 

7.5. ()d. net. 

Mason (A. E. WA. CLK.MHNUK A. 
iiin^irutod. Ninth Edition, ys, txi. mi. 

MDne (A. A.) 

riiE D.\y'.s Play. I'jie Holiday Kouno. 


t- 

< iNGTt A V'EKK. All 7iet. Tiife 

Sonny Sioi 6.s. f'.'et. Tile Kld Housm 

xMysteuv. fud. 

Oxenhain (John) — 

The Qx;esv of the GoidexV Rose. %Iary 
All-Alome. 7*. od. ftei. 

Parker (Gilbert) - 

Mrs, T'Ai.ciiro.s. Tho Tkansl.\tion of 
■A S.waoe. W'fiFN 'VCm.'mono camk to 
po.sTiAC ; Tho Slory nf a Lost NaiMj'U'()n, 
Aw AoVENTiSKEK OF 'OTE Nc.RTM : ThC 
J..Tst ,A.iv<:;iit'ir< s of “ PiN ttv Picfte.'’ The 
Sfat.s ok fUE Mighty.' rini Battik 
i>K THE Stkg'vi., : A i'ou'.ancfj. of Two 
Kntgxi'HiTs. "i HE I k.vu.. ok •riiK Sword. 
Nc.'kiHf.uN Lights, Judgement House, 
.•1»Z 7J. f>d. net. 

PhiLipol f s ( £ ti en) • - 

CuiMtNEN OF THE MlSX, ThE KIVEU. 
The Hi r,iAN Boy and tuf: War. Alt 
75. 6d. ttei, 

Rohmer (Sax) — 

'I'm:; Goldkx Scot. r 10 , n, ys. <Sd. net. The 
J> i vu. I'ogtou. T'hk Mysteky of Dr. 
3 -u-Manthi:. The Yellow Claw. All 
. 3 ^- 

Svvlnnerlon (F.). SiiojNi and Modsks. 
Sit'Temi-ie;?. The H.Ar’RV Pamji.y. On 
The stai!{C.-\se. 0,.)Qui>,TTr!:. The Chastiv 
Wife. The Thref. Lovers. All 7.5. bd. 
net. The Merry Hr-..\kT. The Casement. 
The Young Jdka. All 69. net. 


Wells (H. G.). DLAI.BY, Fourth Edition, 
Cr. Svo. 7,1. tv.?, net. 

WiUlainson (C. N. and A. M.)--- 
The f.iGuiNrKG CoNnucroit ; The Strange 
Advot.itures of a M('t'.)r-Can,,, I.ai>y 3>i::r!Y 

ACROSS THE. WATER. ll U,M‘KES(;I.) IN 

I'.GypT. The Shot Giri..' Mv l'Riii:\n 

THE CH.AUFFEGU. SuT IN .SlI VKK. ThE 
Great P,kaju. Secret. The Love Pikate. 
Ail 7s, td. net, Ckuuifix Corner, fu. 
«f 7 . 


Methuen’s Half-Crown Novels 

Croimi Svo 

Cheap Editions of many of the most Popular Novels of the day 
Wri/^ for a Compleie List 

Methuen’s Two-Shilling Novels 

Fcap. Svo 

Write for Complete List 







